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PREFACE 


This textbook provides an introduction to aggregate economics it is 
designed for use in one semester of a one vear or one-quarter of a two- 
quarter elementary economics course Another volume Economic Processes 
—The Composition of Economic Actntty has been prepared for use in 
the other semester or quarter The order in which the two volumes are 
used is not crucial each volume is an integrated unit. 

A study of aggregate economics involves dealing with some of the 
most newsworthj of today 5 public issues unemployment inflation growth 
rates the public debt the stock market But the beginning student will 
readily find that economics is far from being 5 mply a study of public 
policj issues The focus of the present text is on economic processes —the 
behavior patterns the transactions the financial relationships that consti 
tute the operation of a modem economy Indeed the student who is 
excited about public issues may find the early chapters try his patience 
they develop the theoretical framework that makes possible explicit treat 
ment of issues in later chapters 

Any reader of this text who is also familiar with any of the other 
introductory economics textbooks will be struck by marked dtfierences 
between them The unique characteristics of this text are the product of 
dissatisfaction with currently available textbooks during several years of 
teaching the introductory course at Syracuse University The most unpor 
tant ways in wh ch this text is different seem to be these three 

Integration Th s text is a thoroughly integrated one This means 
that the student should begin with Chapter 1 and read in sequence 
through Chapter 20 for the argument of Chapter 2 depends on that of 
Chapter 1 that of Chapter 3 depends on that of Chapter 2 and so on 
Individual chapters are not intended to stand as separate units instead 
they should be regarded as building blocks in an attempt to develop a 
broad understanding of how a complex modem economy works 

This approach has several advantages over the common practice 
of introducing a senes of more or less independent topics Each topic is 
more meammgful m the. student, w.beu. vJeatwr-s. *a. 'he sntzm. rcui sunn 
is comprehended Many of the topics form ng quite independent units m 
other textbooks—business accounting for instance or the social security 
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system—become links in the development of an over all picture of the 
functioning of an economic system, and are related usefully to the more 
basic topics such as national income theory The integrated approach 
hence permits a more intensive treatment of income theory, indeed, it 
could be said that income theory is the subject of the entire volume 
Perhaps most important experience with preliminary forms of this text 
indicates that it achieves its central purpose far more students actually 
learn and can intelligently handle concepts such as saving and investment, 
income, budget deficits money, and financial intermediation than when 
these concepts are treated in isolation from each other Moreover, they 
learn them not only as they relate to the theory of instability or growth, 
but also as they relate to how an economy operates on an everyday basis 
This integrated approach has certain by products In order to 
maintain continuity from chapter to chapter, it has been found useful 
here and there to summarize the discussions of earlier chapters To a 
person who sat down and read the entire text in an evening or two some 
sections might seem annoyingly repetitive To the student reading over 
the course of a school semester or quarter, this repetition is vital Second, 
unlike other textbooks this volume is not designed in such a way that 
the instructor may freely alter the order in which the chapters are read 
nor is he encouraged to omit any of the chapters Third, the student is 
urged to do his reading currently with class lectures and discussions, large 
chunks of this text are probably indigestible when a first reading is 
attempted the day before an examination 

Absence of mathematics Fundamental relationships are not pre 
sented in the forms of equations or graphs The absence of these docs not 
imply a belief that they have no useful place in economics but only a 
belief that they are more often a hindrance than an aid in the introductory 
course Moreover, in the manner in which they are ordinarily employed 
(for example in the consumption function) they imply precise relation 
ships where only rough ones exist Finally, they often distract the student, 
the successful student frequently appears to be the one who has mastered 
the construction and interpretation of graphs rather than the one who 
has gained insight into economic processes The instructor who finds them 
useful is free, of course to supplement the text with algebraic equations 
and/or diagrams in his class presentation 

Considerable use is made, on the other hand, of simple balance 
sheets in showing numerical relationships As is always the case with 
balance sheets the relationships shown are of identity (the two sides are 
equal by definition) rather than of behavior 

Finance The major integrating factor in this text is its primary 
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emphasis on financial processes transactions instruments institutions and 
relationships It is often said that modem industrial societies are vulnerable 
to instability because they are modern money economies ’ This text is 
about money economies but that expression is not adequately descnp 
tn e of the importance to modem economic societies of a wide range of 
financial matters Money has its place (and an important one too) in 
this text but so do other man made financial institutions as well as 
important financial processes Indeed the essence of the study of aggregate 
economics is an examination of the relations among the four major 
sectors of the economy—the people as householders business govern 
ment and the rest of rile world \nd these relationships are essentially 
financial as that word is used here 

The innovations made in this text are pnmanlv pedagogical not 
theoretical The content of the text represents for the most part the 
product of the last thirty years progress in Anglo-American aggregate 
economics It is inevitable that some of the material covered be contro¬ 
versial both because some theoretical matters stc still unresolved among 
economists and because policy questions inevitably involve value judgments 
In areas where no firm consensus exists among economists it has been 
thought best for this text not to be equivocal where there are two or 
more sides, the text most often clearly favors one, while giving space to 
the others No text is or probably should be free of it» authors views on 
unresolved matters For instance, many texts show a direct link between 
monetary policy and aggregate income by means of an impact on invest 
ment of mterest rate changes, even though the influence of interest rates 
on investment is uncertain at best. This text shows frank skepticism over 
the importance of mterest rate changes Most economists who have accepted 
the heart of the “Keynesian” innovations of thirty years ago and the policy 
prescriptions that have since developed from them will find themselves 
generally at home with the economic attitudes reflected here though pos¬ 
sibly disagreeing on certain points For whatever novelty in presentation 
is reflected here, this text is an orthodox one with respect to economics 
The authors have profited from the advice and help of many people, 
none of whom may be held responsible, however, for any errors of fact 
or judgment contained in this text- In particular thanks are due to Pro¬ 
fessors Jesse \ Burkhead Jerry Miner, James Price and Sidney C 
Sufnn all of Syracuse University, Professor Joseph S Berliner of Brandeis 
University, Professor David Laidler of the University of California, 
Professor Donald Joseph Reeb of the University of North Carolina, and 
to the late Mr Charles Mmston In addition, special tribute is due to 
Mrs. Charlotte Cobb and, especially, Mrs Virginia Halsey, who typed 
the manuscript what must have seemed an endless number of times Finally, 
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much is owed to nearly two thousand guinea pigs—undergraduate students 
at Syracuse University who tested this text by using it over a six year 
period at various stages in the process of its preparation 


MAE 

Syracuse, New York 
January 1965 
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1 

THE STUDY OF ECONOMICS 


AH over the world people are working growing making, or moving 
things, helping or entertaining others or planning, directing, or coordinat¬ 
ing the activities of other people All over the world people are seeking 
means to satisfy their human needs and wants acquiring and eating food, 
weanng clothes using material products enjoying shows or trips or 
using tools to make other products And all over the world people face 
the task of making choices regarding these efforts to sustain and improve 
life 

These activities are commonly associated in many minds with the 
expression “economic activity ” Yet there is no direct necessary link be 
tween making and using things and economic activity, and the study of 
economics may or may not be interested in such activities 

Economics is not the science of making or growing things, you must 
study horticulture, chemistry, engineering or other similar disciplines for 
that kind of instruction Economics is not the art of organizing people to 
make or do things, the appropriate field of study is administration Prac 
titioners in the making and doing of useful things are trained in schools 
of business, education, home economics, law, medicine, and journalism, in 
technical schools, or on the job, but not in departments of economics 

Yet economists generally do become interested in what is done by 
ikiose so trained T oday a man does not ordinarily consume only w'hat lie 
himself produces a lawyer by virtue of his practice of law becomes en 
titled to products produced through the efforts of thousands or millions of 
persons in literally every comer of the globe He must depend on a complex 
and fragile system of economic exchanges for his very sustenance It is this 
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system of exchanges a man made social institut on that is the object of the 
study of economics 

Economics is a so sal science It becomes concerned with the pro 
ducing or consuming activities of people and their choice making behavior 
when these activities involve other people that is when there is an ex 
change or trade of some kind If a man living in isolation from other men 
grows corn harvests it and eats it no economic activity is involved If 
he grows the corn sells it and buys something else economic activity is in 
volved 

Economics then may be defined as the study of the activity of trad 
mg and of the informal or organized institutions through which trade 
takes place An economy is the geographical and cultural setting in which 
exchange is carried on Economists are especially interested in the social 
implications—the consequences for an entire economy—of trading activity 


I THE ACTIVITY OF TRADING 

If you ask most people why they work or hold financial instruments 
(stocks bonds savings accounts) they will probably tell you (before much 
thought) that they provide these services in order to earn money The 
real reason they do so (they will probably tell you after more thought) 
is to be able to get products produced through the services of others The 
ultimate objective is not money but the acquisition of products that 
satisfy needs and wants of various kinds 

From the individuals point of view then economic activity con 
sists of the systematic provision of services in exchange for products pro 
duced through services provided by others It was said above that economics 
studies trading activity the fundamental exchange involved is each per 
son s provision of services in exchange for others services 

Your service may be that of selling insurance or digging ditches 
or teaching kindergarten or writing advertis ng copy Or it may be the 
ownership of financial instruments such as bonds or bank accounts The in 
come you thereby earn constitutes a claim on a variety of products pro 
duced by the ownership and labor services of others 

For most people a large proport on of all activity comes under 
the heading of economic activity Usually at least one member of a 
family works for a living (or in the case of retired persons have worked 
an& ’nave accumulated cla ms on products') sometimes two or more work 
In a sense the individual household is the bas c economic unit since the 
family as a whole takes the benefits gained m return for the services it 
(in aggregate) provides Few households indeed provide neither labor nor 
ownersh p services 
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What is a "product” and what is a “service* > In this book these 
are important words and they are used m a particular way It might be said 
that services are what create produrts and products are what are created 
bv services a service is what you gne and a product 's what you get in 
exchange You mav give a piano concert and you would define that as a 
service but for others sour piano concert mav be a product to which 
their own services have entitled them In exchange for >our concert 
services vou mav take some dental work—a product to vou but a service 
from the point of view of the dentist and his helpers Or vou may give 
services bv helping to assemble automobiles (someone else s product) and 
take some product like food (the consequence of someone else s services) in 
exchange For an individual there is a clear distinction between services he 
provides and products he takes but for society as a whole the distinction 
disappears The total quantm of product produced in any given period is 
produced by the total quantity of services or put another way the amounts 
everyone pavs for products in anv given vear must be equal to the amounts 
that everyone is paid as a consequence of th* production of them 

Not even thing that you do for others can be called “economic 
activitv ” If you plaj the piano for a group of friends no economic activity 
is involved But if you play in a hall and the manager gives you a check 
when you are finished economic activity is involved The key test is this 
an activity is economic if as a consequence of performing it you are given a 
formal claim on the sen ices of others If you visit a fnend in a hospital, 
you may talk in such a friendly and cheerful way that his recovery is 
speeded up He is certamlv the beneficiary of vour action, but you are not 
thereby qualified to buy something at a store But if you are a psychiatrist 
and you call upon that S3me person in the hospital, and if your well-chosen 
words and professional demeanor directed toward that same patient have a 
therapeutic effect, you may as 3 result be able to leave the hospital, walk 
across the street, and pick up a new suit of clothes 

U "ECONOMIZING"—A GOAL 
OF ECONOMICS 

You are familiar with the expression “natural resources,” which 
refers to those raw materials and energy sources provided to us by nature, 
such as mineral deposits, fertile soil, and waterways A more comprehensive 
and important term is “resources,” which in economics refers to anything 
exchangeable that can be used in the creation of products labor time, exist 
ing machines, buildings and other capital goods, land, natural resources, 
and an economy’s accumulation of scientific and technical knowledge 

It is of considerable importance how resources are used, for their 
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use determines what the economy produces An hour of a worker’s time 
can help build a car or paint a house Or it can be “used” in leisure Once 
used that hour of labor time cannot be used again That one hour of 
labor time may not be very important But the sum of all such hours cer 
tainly is, and even more so is the sum of all of an economy’s resources All 
economies must have some means for determining how their resources arc 
to be used, when those decisions are made, also determined are what will 
be produced and in what quantities, and who will be entitled to the 
product 

No economy has unlimited resources, and hence all have a limited 
capacity to produce Economics has traditionally been called the studs of 
the “allocation of scarce resources ” Economists study the social and political 
systems that the economies of the world have used or may use to ‘allocate” 
(determine the use of) their limited resources In the Western world, of 
course, most attention has focused on how a capitalist economy, without 
dominant central planning, makes such choices 

■Whatever their own ideological orientations are—socialist, liberal, 
conservative, and the like—most economists share one nonobjective bias 
They will agree that economies ought to "economire ’’ This objective may 
be summarized as follows 

1 The best economy is the most efficient economy, other things 
being equal Resources are not unlimited, and modern man does not yet 
know how to produce with limited resources sufficient product to satisfy 
everyone, completely and forever One aspect of economizing behavior is to 
determine how to produce as much as possible with the limited resources 
at the command of mankind 

2 It is not enough to produce the maximum quantity of product 
with limited resources, without concern for what is produced Economizing 
also requires that the "right” products be produced, in the right proportions 

The goals of economizing on scarce resources may seem obvious 
to you, but there have been times when other objectives have dominated 
economic inquiry Even when there is agreement on the goal of economizing 
there may be disagreement on precisely what ts implied by that objective 
For instance, there may be disagreement on such questions as what arc the 
“right” products, or who should determine which products are "right ” 

Resource Use and Finance 

Vitrre Ti^iVt away t’na't economizing involves 'now an economy uses 
its resources, not how it “spends its money ” An economy can use resources 
without spending money, it can spend money without using resources 
Money is one of the many man made institutions of finance that are em¬ 
ployed in most economic systems, and which will be treated at length in 
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later chapter* Financial transactions often involve resource use, but they 
do not always Failure to distinguish between resource use and financial 
transactions is one of the major sources of error for beginning economics 
students For instance, both the following statements are true, but will seem 
contradictory to those who cannot distinguish the two 

1 Government spending during World War II reached an all 
time high and about half of the money spent was raised by government 
borrowing—that is by the government s issuing bonds 

2 But the * burden” of the war was not thereby “passed on to the 
next generation,” as was often argued Resources used to build battle¬ 
ships, plan invasions, or fight battles involved a contemporary burden 
during the war since those resources could not be used to create auto 
mobiles, chewing gum, or other consumer product—regardless of how the 
money was raised The generation that comes after a war may suffer as a 
result of physical destruction and human injury, but the explanation for 
the suffering would be the war and not the method of financing it Higher 
taxes during the war would not have resulted in more automobiles either 
during the w ar or after it 

Similarly, these two statements are correct 

1. If during a severe depression a corporation decides to build a 
new factory, it will cost the firm money, and it will have to get that money 
somewhere. 

2. But the new factory will not “cost” the economy anything if the 
men and equipment used to build it would otherwise have been idle, since 
the economy as a whole gives up no other product in order to get the 
factory 

An anecdote, perhaps apocryphal, coming out of World War II, 
underlines in another way the difference between resources and finances 
Rubber producing areas were under enemy control, and a severe rubber 
shortage existed while scientists worked feverishly to develop a practical 
synthetic rubber product One night a government warehouse full of rubber 
tires burned to the ground Newspaper reporters rushed the next morning 
to the office of the government official in charge 

“Don’t worry boys,” he is said to have told them, “it was all in¬ 
sured ” 

III IS ECONOMICS A SCIENCE? 

Disciplines are frequently classified according to whether they are 
"positive,” concerned with what is, or “normative,” concerned with what 
ought to be Economics has considerable “positive” or scientific content, but 
it has also often been, traditionally and historically, a normative discipline 
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suggests the importance of ideals in these major stages in the evolution 
of Western economics 

ancient economics From Biblical times through the medieval 
period economics hardly existed as a separate study Economic issues were 
raised but the v alue goals of early economists ’ vv ere quite different from 
those listed above Theologians and philosophers did not ignore the prob¬ 
lem of scarcity but neither did they make a consistent effort to understand 
economic efficiency instead inquiry was directed toward determining the 
kinds of economic activity that were most consistent with current concepts 
of justice purpose and order The result was that restraints were often 
placed frequently with moral cnertones on types of economic activity—on 
buying and selling on borrowing and lending and on working and owning 
mercantilism The mercantilists of the Renaissance were among 
the first to make a systematic effort to determine how more product could 
befall a people svhose resources yyerc limited Most mercantilist writers 
were businessmen and the) tried sometimes with success and sometimes er 
roneously to apply the principles they learned from the experiences of 
individual business firms to the economic activities of the nation as a yvhole 
Sometimes such principles apply for instance the economic definition of 
efficiency differs little from that of most businessmen But often such 
principles do not apply and one job of economists ey en today is to dispel the 
confusion tnvolyed in reasoning from the part to the whole For instance 
an induidual or a business firm is yvealthy if either has a lot of money 
for such monej constitutes a claim on the services of others But for the 
econom) as a whole prosperity cannot be gauged by the quantity of money 
held or periodically exchanged Another example comes out of the depression 
years it may be prudent for an individual or a firm to save a larger share 
of income but if everyone in the nation decides to save more the result 
might be a depression and a decline in everyone s savings 

Mercantilism arose out of efforts of businessmen to convince the 
government (or ruler) to follow a certain set of policies just as medieval 
economics was largely an exhortation to people to follow a certain moral 
code in economic transactions Both were largely restrictive Medieval 
economics involved restraints on pricing on monopolistic activities and on 
the taking of interest Mercantilism involved restraints on trade both 
internal and external 

classical economics 77ie next phase in the development of 
economics was also somewhat connected with the formulation of policy 
rather than with purely disinterested scientific thought Centimes of 
medieval and mercantilists economics had left Europe hampered by all 
kinds of restrictions on the fundamental economic activity of exchange In 
the eighteenth century the French economists called the Physiocrats and 
later in that century the celebrated Scot Adam Smith formulated syste 
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matic economic theories in support of a liberal economic policy involving 
little or no government intervention or participation in exchange Smith's 
reasoning ev en though his Wealth of Nations was published as long ago as 
1776 remains basic to modem economics 

Smith was the founder of what has been called the classical school 
of economics his most important followers of the nineteenth century were 
Jean Baptiste Say, David Ricardo, and Thomas Robert Malthus While 
great differences mav be found among the members of the classical school, 
a single spirit dominated their writings an economy functions best with a 
minimum of interferences with free competition on the part of government, 
monopoly or labor organization, since there exist logically demonstrable 
forces operating for maximum efficiency m an unregulated, competitive 
economy 

NEOCLASSICAL economics Sometimes the category of "classical” 
is expanded to include twentieth-century economists who, while discarding 
much of the theory of their nineteenth-century predecessors, continued 
their laisscz faire spirit. This “neoclassical ’ school, including Alfred 
Marshall Leon Walras, and A C Pigou, continued to stress the merits 
of individual private, competitive enterprise 

The classical and neoclassical theories assigned two important at 
tributes to a competim e economy it was "efficient' in the sense described 
earlier getting maximum benefit from its scarce resources And it was 
invulnerable to depression since any forces tending to cause a decline 
would it was believed spontaneously bring opposing forces into play Since 
both results were believed to be achieved automatically-, classical and neo¬ 
classical theories prescribed a laissez faire, ‘hands-off” policy for govern 
ment. 

Keynesian economics The most recent major theoretical develop¬ 
ment in economics arose largely to counter the neoclassical view that gov¬ 
ernment should do nothing about depression Taking the name of its 
founder the ‘ Keynesian” school demonstrated what is now widely accepted 
by almost all economists that while a freely competitive and unregulated 
economy may allocate scarce resources most efficiently, it cannot, without 
government intervention, cope with business cycles Keynes" General 
Theory 1 was the first major and widely accepted modem work to reject 
the classicists' ‘natural harmony” theory of economics, and to provide a 
positive role for government. 

Economists still debate whether they should maintain complete 
professional “objectivity” and avoid all contact with policy making, or 
should approach economics as a discipline whose objective is to determine 

1 The full tide Tie General Tietrj »f EmfltjmtnS, Intern!, and Sftney 
(London, Macmillan & Company, Ltd, 1936) 
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how certain goal* are to be accomplished Whichever view is right the 
fact remains that economics is in the sense described, a normative discipline, 
both in its hi»tory and its contemporary method 

Economics as Positive 

Since economics has been described as being often a normative dts 
cipline it is necessary to avoid confusing it with philosophy or ethics The 
fact that economics is concerned with the welfare of society does not 
necessarily mean that it is primarily concerned with value judgments 
Economists have developed theory and analysis concerning economic ef 
ficiency stability, and growth because they have been personally concerned 
about the welfare of society but that does not mean that the truth or 
validity of their analysis depends on a concern for the general welfare In 
stead there IS an objective body of economic theoiy that is accepted by 
virtually all economists whatever their political and social orientation 
While there is normative content and motivation in economics, the bulk of 
the discipline’s subject matter is positive, and economics qualifies as a 
science whose principal objective is the search for verifiable truth 

Economic analysis bears on many of the most important public issues 
of our times—full employment, inflation, farm policy, taxation, depressed 
areas and industries labor management conflict, economic development, 
' automation ” and conservation It is thus inevitable that the discipline 
should be at the heart of many public controversies, and that economists, 
whose own personal political and social views are diverse, should disagree 
with one another These disagreements tend to overshadow the important 
noncontroversial body of knowledge upon which virtually all economists 
agree 

Actually, there is disagreement in all sciences All ideas must be 
subjected to debate and testing and hence dispute is a necessary ingredient 
of scholarship But scholarly disagreement becomes “public controversy” 
when the dispute concerns what should be done rather than t vhat is This 
is why the age of the solar system is not thought to be “controversial” even 
though scientists are not agreed upon it while the debate ov er use of “live” 
versus "dead" polio vaccines qualifies as a true ' public controversy ” 

In such disputes the line between value judgment and objective 
analysis is never very clear Wken you are employed by a business firm 
and need a basis upon which to make an administrative decision, there is 
little question as to what the goals are or who is to formulate them The 
question of value judgments does not often arise, for instance, between two 
accountants employed by the same firm, if there is a professional disagree 
ment between them, it is most likely to involve accounting method per se 
rather than objectives But when an economist makes proposals for public 
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policy, there is no specific set of criteria to guide him His proposals will 
reflect not only his understanding of how the economy functions but also 
his view of the proper objectives of his society Since different economists 
assume different objectives they arrive at different conclusions The dis¬ 
agreements among economists may involve conflicting views of objective 
facts but more often they involve different interpretations of what the 
objectives and priorities of society are or ought to be 

There is a great deal to be learned about economic activity before 
matters of objectives become verj relevant An exploration of the elements 
in the complex of economic activity is useful for a wide range of possible 
objectives Business cycle theory is useful even if you like depressions or in 
flation, and both capitalists and socialists can use the theory of resource 
allocation to “prove that they are right if you accept the objectives of 
each For now, you can set aside problems of decision making where ob¬ 
jectives are of critical importance, while you familiarize yourself with some 
of the basic processes of economic life as they occur in the United States 

The subject of psychiatry evolved, like economics, largely from norma 
tive considerations that people should lead healthier and happier lives, 
and that healthy and happy were in some broad sense subject to defini¬ 
tion If you were preparing to be a psychiatrist, in the early stages you 
would study anatomy and physiology You would find that there is no agree 
ment on precisely how people should behave or even what the objectives 
of behavior of an individual are But you would also find that there is a 
wide range of agreement on the basic processes of human life and on some 
forms of pathology In short, there is a tremendous volume of objective 
inquiry that is basic to psychiatry 

There is also a great deal of objective inquiry that is basic to 
economics But the practice of psychiatry is more than just objective in¬ 
quiry, and so is the practice of economics 

Economists and Administrators 

Administrators are concerned with organizing or regulating the 
trading activities of individuals and families They bring together people 
with different skills and training, assign tasks, check performances and so 
on The key expressions aTe “do this ’ or ‘ do it this way ” Economists 
concern themselves with analyzing the effects of what administrators ac 
complish or might accomplish by their actions For economists the key words 
are “investigate” and ‘ explain ” An administrator acting on behalf of the 
government might insure the mortgage loans of housebuyers, an economist 
would be more likely to investigate how this practice affects the number of 
houses built, the price of houses and the rates of pay for construction 
workers An administrator of a business firm would presumably make a 
decision on the basis of whether it would be likely to enhance the interests 
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of the owners of the firm an economist would investigate whether the 
pursuit of self interest will also lead to the general welfare 

Competent economists must know something of the forms of eco 
nomic organization of marketing methods of accounting of the laws 
governing business and government organization and of other material 
that constitutes the core of business and public administration training 
But similarly a prospective business or public administrator to be com 
petent should know something about what determines the level of national 
income and employment how inflation can come about what labor markets 
are like and whether the sales of a particular product are liable to increase 
or decline if international trade is encouraged 

IV STUDYING ECONOMICS 

While economics is a useful course of study for prospective business 
men it will hardly guarantee success You may think as many seem to, 
that a mayor reason for studying economics is to become wealthy (or at 
least to increase your income), and that the more economics you know the 
richer you will become 

Before you accept that idea, you should observe that most pro 
fessional economists are men of modest means A knowledge of how the 
exchange of services takes place in a complex system, why things are done 
the way they are done, and what would be the probable consequences of 
say, a different type of tax system may help you to increase your income, 
but it may also limit your income The more time and attention you devote 
to exploring the economic complex the less time you have for producing 
transporting and marketing commodities 

The reverse is also true Just as economic understanding will not 
make you a successful businessman neither will business success necessarily 
make you a good economist On the contrary, the past holds many examples 
of mistakes made by policy makers when they assumed that good business 
principles could be applied to the economic society as a whole 

But while economics probably will not make you rich, it may help 
you to understand the conditions surrounding you in both your economic 
role as a provider of services and in your simultaneous role as taker of 
product As an employee, how is jour wage determined, and what would 
be liable to change it’ What events in the economy can change the amount 
of product to which you are entitled even though your paycheck may show 
the same figures as before Or, why are you unemployed ? Why do profits 
fluctuate more violently than wages ? Would greater competition among 
your firm’s suppliers mean more or less profit to you ? If you raised the 
price of your product would you be likely to earn more or less profit ? 
Where will new jobs come from for those men you laid off when you 
bought those new labor saving machines 5 
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You may also be interested, from the viewpoints of both your 
capacities as service giver and product taker, in public policy What kinds 
of taxes are likely, for instance to increase the quantity of product at your 
disposal and what kinds to reduce that quantity 7 Should you take a stand 
with those who argue that a little less than full employment may be de 
sirablc if inflation can be stopped or should you line up with those who 
argue that full employment is the primary economic goal of society, and 
we should accept some inflation if necessary to accomplish that goal* Is 
the Soviet Union really growing at a faster rate than we are, and, if so, 
so what 7 And can we afford more missiles 7 

Adam Smith in the Wealth of Nations, emphasized the rewards of 
specialization and the division of labor A little reflection will tell you that 
as the economy grows in size, as specialization increases so must our de 
pendency on exchange If you lived on a self sufficient farm, consuming 
everything you produce and producing everything you consume, your inter 
est in economics would not be very great If you had to trade some of your 
product in order to receive a few products you could not yourself make 
(telephone or plumbing service, for instance), your interest in economics 
would be greatly enhanced If instead you participate in one isolated stage 
of the creation of one product (you drive a bus write television scripts, or 
paint automobiles) and trade that service for products created by thousands 
of hands and minds and moved to you through thousands of individual 
trading transactions then economics should command a good deal of your 
interest and attention Your interest should be especially keen if the condi 
tions of your exchange of service for product are shaped by administrative 
decisions over which you have some control and for which you have some 
responsibility In this last named group are those who, as spokesmen for a 
business firm, a labor union or a government unit, may have to deade and 
explain why a particular tax should or should not be levied, why special 
consideration should or should not be given to small business, whether the 
proposed merger of tw o steel companies should or should not be permitted 
whether the tariff on watch movements should or should not be increased, 
or whether a labor union and a business firm should or should not be per 
mitted to make a ‘ union shop” agreement It is obvious that a study of 
economics is essential to competence in such tasks 

Handicaps, Pitfalls, and Hazards m Studying Economics 

If you were beginning the study of electronics, nuclear physics, or 
geology, you would have a major learning job ahead of you, for there is a 
great deal of knowledge and analytical method to master in these disci 
phnes But chances are you would have few preconceptions about what was 
true in these subjects and could start from scratch without having to 
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“unlearn” misinformation picked up from newspapers, political orators, or 
the prejudiced views of acquaintances But when doctors try to prescribe a 
curative course of action for a sick patient one of their first jobs often is to 
dispel conflicting ideas of remedy based on superstition, rumor, or family 
tradition Similarly perhaps the greatest handicap for the study of eco 
nomics is a heritage of informally acquired ideas some of which may hold 
some truth but many of which do conflict with accepted economic theory 
What makes it all the more difficult to part with such misinformation is 
that it often contains a small germ of truth, and frequently seems more 
plausible on first analysis than the complex theories of economists For 
instance 

1 It is widely held that protection (via tariffs and the like) from 
foreign competition may increase the total pay in dollars and cents, going 
to Amencan workers This may indeed be true But it is also true that the 
level of living of Amencan workers is likely to decline at the same time 

2 It is true that if you borrow some day you wall have to pay back 
the loan plus interest you are exchanging tomorrow’s services for today’s 
product But it is not therefore true that when the Federal government 
borrows we arc asking future generations to pay for product we take today 

Some of the problems involved in thinbng about economic matters 
stem from incomplete analysis from looking at only one side of a problem 
Consider the ‘cost of living ” Almost every month you read in the news 
paper that the “cost of living” is at an all time high Such statements might 
give you the impression that people are less well off than they formerly 
were But earnings are also at an all time high You can acquire almost any 
product for less work today than at any time in the past In a very real 
sense, then you might say that the cost of living is at an all time low The 
"cost of living” as measured in prices is only half the story, the whole story 
is the “product of working ” 

Many people continue to commit the logical fallacy of the mercan 
tilists by assuming that whatever is true of an individual firm or family is 
also therefore true for the economy as a whole This fallacy was put into 
our book of quotations by a well known executive who told us, “What is 
good for General Motors is good for America ” 

Consider these examples If one wheat farmer works hard and grows 
more wheat, his income might nse But if all wheat fanners do more work 
and grow more wheat all their incomes may fall On the other hand, if we 
assume that doing less work is the best policy for wheat farmers, can we 
also assume that if we all do less work, everyone will be richer' 1 

If fewer watches were imported, Amencan watchmakers would 
earn higher wages Does that mean that all Amencan workers would be 
better off if fewer watches were imported’ Or if less of everything were 
imported ’ 
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You hive to be careful with reasoning the other way, too if it ts 
true for the whole must it be true for each part’ Some people used to argue 
that minimum wage laws and labor unions interfered with efKciencj so 
much that total national product was reduced On this basis the; argued, 
Don t organize into unions because jou 11 onlj make } ourselves worse off " 
If the total product declines does that mean everyone has less’ 

In economics j ou bne to pa) attention both to what happens to the 
vvhole and to what happens to the parts Concentrating upon one at the 
expense of the other maj mean nothing is well understood 

Finalli in economics }0u must exercise extreme care in the use of 
words Even da) speech about economic matters seems frrqurntl) to incor 
porate into our ven language popular misconceptions about economic activ- 
it) It is important not to use this language natural as it may seem For 
instance vou might sa) jou have monej in a savings account’ An econo 
mist would tell jou however that jou have either mone) or a savings 
account If vou take monev to a bank and get a sav ings account in exchange 
vou do not have monev any more—jou have a savings account Nor would 
it be accurate to saj that the bank has ' jour” monej It is no longer jours 
-—vou traded it for a savings account The monej belongs to the hank 

Economics students before thej begin to feel at home with the 
subject sometimes complain about the ’jargon” of the discipline Every 
effort therefore has been made to keep the technical terminology in the 
following chapters to a minimum But often the economic “jargon” is only 
part of the problem, just as often the obstacle is the misleading * jargon” of 
ever)day speech 
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Economics deals with the social implications of trading activity especially 
as such activity influences the allocation of scarce resources Such a defini¬ 
tion is sufficiently broad to cover virtually all subject matter studied by 
economists, and is sufficiently narrow to exclude almost all other subject 
matter. However, it does not adequately define the major problems subject 
to economic inquiry in the 1960s. The major questions in economics today 
are 


t. What determines the total amount of employment tn an economy, 
the economy's total annual output, and the total income going to those who 
provide services ’ 

2. What determines how much of this total output will go to ex¬ 
panding productive capacity, and how much will be consumed by the 
people? 

3. What are the sources of nationwide economic instability, such as 
recessions and inflation? 

4 What determines the total amount of money used by an economy, 
and what significance does money have in the answers to the first three 
questions? And what is the role of other financial instruments—stocks, 
bonds, savings accounts, shares in mutual funds? 

5. What determines the rate at which the economy expands its 
output, or its output per person, from year to year ? 

These first five questions are involved with what is known as 
aggregate economics or macroeconomics. This branch of economics is con¬ 
cerned with total amounts, such as aggregate employment, or total output, 
and with aierage amounts, such as the average level of prices. 

Other important economic questions are 


15 
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6 Whit determines the use of total employment—that is how 
mint men will work on firms how many will work in factories and so 
on* Whit determines the composition of total output—that is how many 
ears of com how many ball point pens and so on—in ant given year’ 

7 What determines the distribution of total income’ 

S Whit are the sources of instability not involving the whole 
economt ’ That is what explains the problems of distressed areas declining 
industries farm income’ 

9 What are the processes through which economic growth takes 
place’ And what are the obstacles to such processes in currcntlj under 
developed cconomes’ 

10 What determines our fortunes in international trade’ 

These last five questions are involved with what is known as micro 
economics This branch as contrasted with macroeconomics is concerned 
with structures not levels It dcils with the composition of output not its 
total with the relative prices of different products not with the price level 

This text is principally concerned with microeconomics Another 
volume Economic Processes The Composition of Economic lefts it), deals 
primarily with microeconomics The division of economic analysis into 
macro and microeconomics is very useful for analytic purposes but any 
practical problem or issue is virtually certain to involve both to varying 
degrees 


The Aggregates and the Problem of Aggregation 

Hence this text is concerned with the determination of and the 
significance of such aggregates as total employment total unemployment 
the rate of unemployment total income and output the average price level 
total savings and investment and total consumption 

Obviouslj these are not homogeneous aggregates Total consump¬ 
tion for instance includes such things as the total number of oranges 
consumed the purchase of shoes and the purcha e of new automobiles. 
Total employment includes dav laborers factory emplojees supervisors 
managers doctors and tl e President of the United Statrs. The ability to 
make reasonable statements about such div erse groups is obviously lim ted 
There is always a danger involved in bnnmng under a single heading 
members that differ significant!; imw rxcb stJurr 

There is a less obvious danger in aggregation one which can be 
shown best by an example We know that with the graduated federal in 
come tax the h ghrr a man s income the h gher the percentage of his income 
wall be paid in tax Can we then conclude that if total income goes up a 
larger percentage wall go in taxes to the federal gov eminent’ Probably but 
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not certainly At the same time total income goes up there may also be a 
redistribution of income, reducing the number of high incomes so that fewer 
people have to pay the highest rates What is true of the individual may be 
true of the aggregate, but it need not be 

There are some advantages however, in aggregation It is consider¬ 
ably harder to predict the behavior of individuals than of large groups. 
Actuaries have no idea whether your house will burn down, but they could 
tell you with reasonable accuracy, how many houses will burn down each 
year Similarly, it is difficult to predict what share of a single individual’s 
income will be saved, and what share spent, in a given year But econo¬ 
mists can predict, with reasonable accuracy, what share of total income tn 
the economy Will be saved, and what share spent for consumption. 

The Sectors 

In aggregate economics, then, attention is not ordinarily focused on 
the behavior of the individual, the household, the firm, or even on single 
industries Instead, the cast of characters in macroeconomics consists of four 
prmctpal groups or “sectors," and concern centers on their relations with 
each other 

I. the people The first major group is "the people,” also called 
"the households” or “the consumers ” This sector comprises all the people 
in the economy Their economic roles consist of providing services to other 
sectors, and of taking product in exchange It is important to distinguish 
the people from other sectors, even where the individuals involved do not 
make the distinction For instance, a man may own his own business, 
operate it himself, use part of his earnings to feed, clothe, and maintain 
himself and his family, and part of his earnings to build the business further 
He is one of “the people ” He provides services to the firm (his own), and 
receives income from the firm But he and the firm are not the same. 

II. PRIVATE business The business sector includes all privately 
owned organizations that buy services from the people and sell products— 
either to the people, to some other business or to one of the other sectors For 
the sake of completeness, certain organizations, such as churches and private 
universities, which are not “owned” in the same sense as businesses are, 
must be included under “pmate business ” 

fZZ. covervmevt units The various levels of government might 
best be considered as an extension of the first sector, the people. When 
governments levy taxes and buy services from the people or products from 
business, it is said that the people are taking product collectively. But for a 
number of reasons, it is useful to consider government as a separate sector. 
IV. THE REST OF the world Since the rest of the world—all 
other countries together—also provide services and products for us and take 
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American product it is necessary to include it in the the cast of characters 
It is most convenient to lump all other countries together in a single sector 
called the rest of the world 

All four of these sectors deal with each other Governments tax 
businesses buy products from businesses provide products for the people 
The rest of the world borrows from the people, sells products to businesses 
receives grants from government units And so on Even with as few is four 
sectors the relationships became extremely complex All of these relation 
ships are important indeed it can be said that the transactions of the four 
sectors with each other constitute the major subject matter of this volume 

The immediate task at hand however, is a closer inspection of each 
of the sectors 

/ THE PEOPLE 

The sector called the people consists of course of people, but the 
basic economic unit is probably not the individual person but the house 
hold In 1960 with a population of 181 million there were 52 million 
households in the United States A household consists of those living to 
gether in a single dwelling unit including single persons living alone 

It is the household that makes the exchange that is fundamental to 
trading economies—it provides services in exchange for products Before 
turning however to a closer examination of the provision of services and 
the taking of product it is necessary to introduce the first important aggre 
gate—population 

One important statistic regarding population is its total The United 
States Constitution requires the federal government to conduct a census 
every ten jears and these provide us with the best population information 
in the world Between censuses the Census Bureau makes extremely accu 
rate estimates of population change (It is sometimes argued that the esti 
mates are even more accurate than the actual censuses since fewer errors 
may be involved in the statistical estimation methods than in one by-one 
counting ) Thus the last official census taken in 1960 gave the population 
as 180 670 000, but by July 1963 the population was estimated to have 
increased to 189 380 000 As Table 2 1 shows the 1970 population is 
predicted to be 214 2 million Estimates for 1980 and beyond have been 
made but they are less reliable 

Another important statistic is the age composition of the population 
The most important change going on in the age composition of the popula 
tion is the rapid increase of two groups—those of school age and persons 
over sixty five Together, these two groups constitute what might be called 
the nonproductive age group Few of their members provide labor services 
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and together they probably provide little o! the economy’s ownership 
services A relative increase in these age groupings implies that each pro 
ductive person must support more other persons Because of the breakdown 
in this century of the “extended” or multi pie-generation family, more 
support for retired persons probably means more pension contributions 
higher social security taxes, and higher general revenue taxes to support 
medical and other services for aged persons The higher school age popula 
(ton means more taxes for school construction and teacher salaries, as n ell 
as a larger share of the familv budget for child support 

In 1960 some 44 8 million persons or approximately 25 percent 
of the population, were of school age between the ages of five and seven 
teen Of course, those under five are also nonproductive, and many over 
seventeen still attend school In I960 the number of persons sixty five and 
over was 158 million, or about 9 percent of the total It is this latter 
group that is increasing at the fastest rate Predictions are that by 1980 
total population will have increased by roughly 50 percent over the 1950 
figuie, while the sixty five and above group will have approximately doubled 
over the same thirty year period 

TABLE 2 1 

UNITED STATES POPULATION 

mo-mo 

AND ESTIMATES FOR 1970 


Ycot 

Population 
in millions 

A umber Age 65 
and Over 

Percent Age 65 
and Over 

1950 

1517 

12 3 

80 

1951 

154 4 



1952 

1570 



1953 

159 6 



1954 

162 4 



1955 

165 3 

14.1 

84 

1956 

168 2 



1957 

1712 



1958 

1741 



1959 

J769 



1960 

180 7 

158 

87 

1970 

2142 

20 0 

93 


source Council of Economic Advisers, and Statistical Abstract, 1962 
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services provided BY The people There is one simp/e guide to 
whether a particular activity of an individual constitutes the provision of a 
service—whether he is paid for what he does He may be paid in money 
(wages, dividends, and the like) He may be paid in the form of an in 
creased value of some other type of financial instrument (such as when the 
firms in which he owns stock keep part of the profits or when the quarterly 
interest payment on his savings account is simply added to his balance) He 
may be paid ‘ in kind,” as waiters are often paid partly in meals 

There are two general kinds of productive services You can provide 
labor services," putting in time and giving up free leisure time and using 
your talents skill, training, and/or muscle Or you can provide 'ownership 
services,” either as the owner of a firm (including a farm), or as the owner 
of such financial instruments as stock certificates, bonds and savings 
accounts 

a Labor services Here the most important aggregates are the 
Civilian Labor Force, Employment and Unemployment The 1 Civilian 

TABLE 22 

CIVILIAN LABOR FORCE EMPLOYMENT, 

AND UNEMPLOYMENT, 1950-1963 

[millions of persons) 


Year 

Civilian labor force 

Unemployment 

Employment 

1950 

63 1 

34 

59 7 

1951 

62 9 

21 

608 

1952 

63 0 

1 9 

610 

1953 

63 8 

19 

619 

1954 

64 5 

36 

609 

1955 

65 8 

29 

62 9 

1956 

67 5 

28 

647 

1957 

67 9 

29 

65 0 

1958 

69 6 

47 

640 

1959 

69 4 

38 

656 

1960* 

70 6 

39 

667 

1961* 

716 

48 

66 8 

1962* 

71 8 

40 

67 8 

1963* 

73 0 

42 

68 8 


0 Alaska and Hawaii included in 1 960 and later year* 

Note Detail may not add to total because of rounding 
SOURCE US Department of Labor Employment and Earning/ 
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Labor Force includes all persons over fourteen not in in<titutions or in 
th- armed services who hate jobs or who are readt willing and able to 
wo*t In a sense it constitutes capantt employment. Employment at anr 
given fin* lists the number actuallv working at all or on vacation rcL 
leave, and the liLe L r^rrplovment is the remainder of those m the labor 
force not clashed as emploved A housewife who has worked in the past 
but who is not currentlv seeking work is not regarded as uremploved A 
girl who has just graduated from high school and who has never held a 
job, would be regarded as unemployed if ‘he were seeking work. 

Table 22 ‘hows the experience of the part decade with respect to 
th^ size of the labor force employment and unemployment. Comparison of 
Table 22 with Table 2 1 will *how that population has been growing on 
tie whole faster than has the labor force reflecting the relative increase in 
“nonproductive age groups. 

Some other interesting facts are worth gleaning from the record For 
tmtance, between 19i0 and 1951 the Civilian Labor Force dechred but 
total employment increased as unemployment declined even more than did 
the labor force. Both the decline in the Civilian Labor Force and the de 
chn» in unemployment are due to th- beginning of the Korean War Note 
aLo that in 1957 total employment increased over that of 19-6 but so did 
total unemployment, the labor force increased faster than did employment. 
The year 19i7 was the beginning of a severe recession, and while employ 
ment increased, there were not enough new jobs to take care of the natural 
growth of the labor force. Clearly, growth in employment alone is not 
recessarily a sign of economic health, it must be at least as great as the 
growth in the labor force. 

What lands of labor services do the people perform’ Detailed in 
formation on employment by industry is available in the Department of 
Commerce’s Surrey of Current Business a monthly publication, and 
especially the annual national income isrue. Table 23 includes a summary 
listing only The more detailed record shows, for instance, that the water 
transportation industry employed 117,000 persons in 1963 at an average 
annual wage for a full tunc employee of $7812 or that the “paper and 
allied products' industry employed 619000 persons in ^ie same year with 
average full time earnings of $6162 

Most income does dense from labor «ernces As Table 2 4 «hows, 
roughly two thirds of all 1963 Personal Income 1 was received in the form 
of wages and salanes However, even more income than that derives from 
labor services. For instance, the $j 0 6 billion ‘hown in Table 24 for 
“Propnetors* Income” includes all income single owners or partners re 

1 PcrMoal Income is a measure of all income payments going to people in a 
gircn year before taxes. \ more precise defomon of Personal Income and of 
several similar measures, appears in Chapter 7 
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TABLE 23 


HERAGE NUMBER OF FULL TIME IND PART TIME 
EMPLOYEES TOGETHER If ITH AJ ERAGE AS2\UIL 
EAR\I\GS PER FULL TIME EMPLOYEE FOR 
1 HJOR 1\DVSTRIAL CATEGORIES 1963 


Industr al category 

Thousands of 
employees 

earnings 

Total 

64 178 

$5190 

Agriculture forestrj fisheries 

1 986 

1840 

Mining 

606 

6267 

Contract construction 

2 943 

6057 

Manufacturing 

16 585 

5911 

Wholesale and retail trade 

12813 

4810 

Finance insurance and real estate 

2 945 

5337 

T ransportat on 

2 482 

6530 

Commun cations and publ c ut lities 

1 448 

6376 

Services 

10 0^4 

4031 

Government and government enterprises 

12312 

5229 


sotRCE Department of Commerce 


ceived from their bus ness \entures including remuneration for the owners’ 
own labor services as well as their ownership services 

b Ownership Semen While Table 2 4 show s income dented from 
wages and salaries as about two thirds of Personal Income, it would be 
wrong to conclude that income from ownership service constitutes a full 
third of all income Instead it is estimated that income from this source 
ranges from one fifth to one sixth of total income. The reasons for the 
d screpancj are that as already noted much labor income is reported m 
Table 2 4m other'categories and part of the income shown there consti 
tutes transfer payments (pensons and the like) which involve no con 
current service at ail 

Nonetheless one fifth or one sixth of total income is a significant 
portion and must somehow be explained and discussed Table 2 4 shows 
the tjpes and amounts of ownership income received in 1963 Unfortu 
natelj it is extremel) difficult to go further with ownership services at this 
point snee even the concept of ownership service is not jet clear Labor 
service is a fairly concrete idea a certain number of people go to work. 
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table 2 4 

PERSOK4L INCOME, 1963 
(in billions of dollars and as percent of total) 


Form of income 

Amount 

Percent 

Amount 

Percent 

Wages and Salaries 



3121 

67 3 

Manufacturing 

980 

21 l 



Nonmanufactunng com 





modity production 

253 

55 



Distributive industries 

SO 3 

173 



Service industries 

49 3 

106 



Government 

59 2 

12 8 



Other labor income 



131 

28 

Proprietors’ income 



50 6 

10.9 

Business Professional 

376 

8 1 



Farm 

13 0 

28 



Rental (income of 





persons) 



123 

26 

Dividends 



180 

39 

Interest income 





of persons 



33 0 

71 

Net transfer payments 





from government* 



24 9 

54 

Total personal income 



464 0 

1000 


Note Detail may not add to totals because of rounding 

• Old age and survivors’ insurance benefits, state unemployment benefits, 
veterans btntfits and the like less personal contributions for social insurance 
source Department of Commerce 

they work for certain employers, and receive compensation which it is 
reasonably easy to estimate But ownership services, m a modern inter¬ 
dependent economy, often involve complex financial arrangements, many 
of which will be discussed in later chapters Without the background of 
the later analysts of finance, tt vs difficult to introduce the owners as mem 
bers of the cast of characters 

There are a few points to be noted, however, and they are important 

ones. 

1. It might at first seem possible for business firms to provide 
ownership services After all, do they not own things, often including an 
interest in other firms’ But a little reflection will tell you that any business 
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firm that owns anything is in turn owned by people (or is owned by another 
firm that is owned by people—or is owned by another firm that is owned 
by still another firm that is owned by people, and so on) Ultimately, all 
ownership services are provided by people 

Actually it would be impossible for a firm to provide ownership 
services Somehow a firm starting from scratch would have to get money 
to buy its machinery buildings stock certificates of other firms or other 
assets It would get some of the money from the organizers of the firm, 
they then would be providing ownership services It might also get money 
by borrowing, the lenders then would be providing some of the ownership 
services Later once the firm was established, it might use part of the 
profits to buy assets, but profits belong to the otiners not to the firm itself 
A firm as you will sec in the next chapter, is simply a form of organization 
of people —an institution created by people because they think they can 
produce more together than individually 

2 Most ownership services are provided by people holding financial 
instruments (bonds shares of stock, and the like), rather than by people 
owning buildings machines, and so on The firms issue (sell) financial in 
struments to people, and use the money to buy things that will help them 
in production Thus there are two ways of looking at ownership service 
(I) you can look for the material things ultimately owned—buddings, 
machines houses and the like, and (2) you can look for the financial 
instruments held by the people 

Unfortunately, it is not easy in practice to count either total material 
wealth or total financial wealth In some cases there is no actual financial 
instrument involved if you own a share of General Motors, you will have 
a piece of paper (a stock certificate) as evidence, but if you own a barber 
shop it is unlikely that you will own any ‘ instrument" showing your 
relationship to the firm Moreover, when total material wealth is counted, 
it is customary to count such things as people’s houses and land, where, once 
again, no instrument is involved So despite the fact that financial and 
material wealth are ordinarily just two aspects of the same phenomenon, 
Table 2 5 indicates that the people own $956 2 billion worth of financial 
instruments while Table 2 6 shows the total material wealth of the United 
States to be estimated at $1730 billion (both as of 1959). 

3 When the people provide ownership services, such as they might 
by buying a share of American Telephone and Telegraph Stock, a United 
States Savings Bond, or a bond issued by a foreign government they are 
establishing a relationship with another sector These relationships can 
become quite complex (you will see later how people can hold financial 
instruments indirectly, by owning an account at a bank or other financial 
intermediary) , but they are also quite important, and will be discussed in 
some detail in later chapters 
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income distribution What is the average income in the United 
States ? This question has a number of different answers depending on 
what is meant by ‘ average income ’ In 1963 the Per capita personal income 
(income per person—man woman or child) was $2443 Average family 
income before taxes was $7510 and after taxes was $6720 Or if by aver 
age income you mean the average annual earnings of a full time employee it 
was $5179 2 

Not everyone of course received the average income Table 2 7 
shows the percentage distribution of family income Part A shows that after 
taxes the 20 percent of families with the least income received only 4 9 per 
cent of all after tax income while the 20 percent of families with the 
largest income received 43 7 percent of after tax income Part B is to be 
read as follows the lowest 20 percent of families received 49 percent of 
aftertax income the lowest 40 percent (first and second quintiles) re 
ceived 16 4 percent the lowest 60 percent received 33 2 percent and the 
lowest 80 percent received 563 percent Of course the lowest fOO percent 
that is all families received 100 percent of the income 

Table 2 7 also shows the redistributive effect of the federal income 
tax For instance note that the highest quintile (20 percent) received 45 5 
percent of all income before taxes and 43 7 percent of after tax income 
These figures make clear that the redistributive effect of the federal per 
sonal income tax is often greatly exaggerated (Moreover only the effect 
of the federal income tax is shown there are other taxes such as social 
security taxes and sales taxes that take more proportionately from lower 
income groups than higher income groups 

While the per capita income in the United States was $2443 in 
1963 there are significant regional differences Per capita income in Missis 
sippi was the lowest in the nation at $1379 in Nevada highest in the 
nation (except for the District of Columbia), per capita income was $3372 
Figure 2 1 shows how the fifty states per capita incomes compare 
with the United States average Note that Pennsylvania s per capita income 
is shown as 100 percent of the national average this means that per capita 
income in Pennsylvania was just about the same as that for the nation as a 
whole North Carolina on the other hand had a per capita income equal 
to only 74 percent of the national average or approximately one fourth less 
than that of Pennsylvania In general the map shows that per capita in 
comes are highest in the Northeast and Far West about average in the 
Great Lakes area and lowest in the Southeast 

product taken by the people Figure 2 2 shows graphically what 
product was taken by the people in exchange for their services in 1963 Note 

2 These and other figures cited m this section are taien fror 
of Current Bunnest 44 4 (April 1944) 


the Survey 
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TABLE 2 7 

PERCENT 4GE FAMILY INCOME DISTRIBUTION 
BY QUINTILES 1962 


A SUCCESSIVE QUINTILES 


Percent of family 
personal income 

Percent of tax 
liability 

Percent of after 
tax income 

First quintile received 

46 

1 7 

49 

Second quintile received 

109 

63 

11 5 

Third quintile received 

16 3 

123 

168 

Fourth quintile received 

22 7 

188 

23 1 

Fifth quintile received 

45 5 

60 9 

43 7 

B CUMULATIVE QUINTILES 


Lowest 20% received 

46 

1 7 

49 

Lowest 40% received 

15 5 

80 

16 4 

Lowest 60% received 

31 8 

20 3 

33 2 

Lowest 80% received 

54 5 

39 1 

56 3 

Lowest 100 percent 
(all families) 

1000 

100 0 

100 0 


Source Department of Commerce 


that by far the largest single expenditure was on groceries, taking $65 8 
billion of total expenditures of $375 billion (approximately 18 percent) 

However, Figure 22 does not, it must be pointed out, show every 
thing the people got in exchange for their services It shows only the product 
they took individually People also lake product collectively through gov- 
eminent Note that, for instance, public hospitals and schools are not 
included in Figure 2 2 under “medical and death expenses and ‘ private 
education and research" Moreover, the people also save, and acquire 
financial instruments instead of product in exchange for their services 


JJ PR2PJTB BUSINESS 

The people provide services, it has been said, and get product m 
exchange Their services are ordinarily provided to and the products taken 
from, organizations of some kind» such organizations will be called produc 
tion groups While there are a number of types of production groups, as 
will be described in the next chapter, by far the most important type is the 
pritate business organization Thus the fundamental economic exchanges 





Per Ciptta Personal Income by State 1963, as Percent of U S 
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are the sale of services to business firms by households, and the sale of 
products by business firms to households 

In introducing the business sector” and the remaining two sectors, 
less need be said than was said about the people For one thing, Chaper 3 
has a good deal to say about private business Moreover, in discussing the 
people, a good hard look has already been taken at private business You 
have seen in detail the labor and ownership services purchased by private 
business from the people And you have seen in detail the products taken 
by the people from businesses 

Before turning to a brief introduction of the members of the business 
sector a few definitions are appropriate Just as the household is the basic 
unit of the first sector, the firm is the basic unit of the second A firm is a 
single business organization, such as a corporation, or a single owner retail 
concern A firm may, like a major manufacturer, a branch bank, or a chain 
store ha»e a number of plants, but it will still be a single firm All the 
firms producing the same or related products constitute an industry Thus 
we may talk of the Dearborn factory (plant) of the Ford Motor Company 
(firm) of the automobile industry 

Of these terms, the most imprecise is the “industry ” This is so 
because the expression "the same or related products” is itself imprecise Do 
we speak of the “electronics industry,” or more narrowly of the “television 
receiver industry” ? In practice, we do both 

By the middle of 1962 there were 4 79 million firms doing business 
in the United States a ‘ business population” that seems in recent years to 
have grown at an average rate of about 100000 firms each jear (greater 
increases in prosperous years outweighing smaller increases or actual reduc 
tions in bad years) However, this growth does not occur merely by adding 
to existing firms at a regular rate Business firms fail daily, and new ones 
take their places daily A growth in the total number of business firms only 
means that more new firms were begun than old ones closed down (or 
merged with others) in any given period of time 

In point of fact, economists find the “rate of business failure” to be 
one of the good statistical measures for forecasting recessions Business 
failures occur at a rate ranging from about 1000 per month in fairly good 
times to 1600 a month or more in bad times On the average, the business 
mortality rate is about 6 percent per year. 

Although there are nearly 5 million business firms in the United 
States, ifney are iar irom being ot equal size The vast majority are small 
firms, such as retail stores (a category that includes restaurants, beauty 
parlors, and the like, as well as drug and department stores) contractors, 
small local banks, and so on A few large firms, all corporations, dominate 
many industries In 1952 over half of the assets of all corporations were 



THE CAST OF CHARACTERS 31 


TABLE 2 8 

CONCENTRATION IN SELECTED INDUSTRIES 1958 



Number 
of firms in 
Industry 

Percent oj value of 
Output originating in 

Four Largest Eight largest 
Companies Companies 

Motor tehicles parts 

Blast furnaces and steel 

989 

75 

80 

mills 

148 

53 

70 

Meat packing plants 

2646 

34 

46 

Aircraft 

Paper and paperboard 

113 

59 

83 

mills 

375 

21 

34 

Cigarettes 

Pharmaceutical 

12 

70 

99+ 

preparations 

1064 

27 

45 

Tues and inner tubes 

38 

74 

88 

Plastics materials 

273 

40 

56 

Dressej unit price 

4072 

4 

7 

Tractors 

Farm machinery (except 

109 

69 

90 

tractors) 

1238 

38 

47 


source U S Bureau of the Census Statistical Abstract of the United Stales. 
1962 


held by the largest one tenth of 1 percent of all corporations 3 And in 1958 
the 100 largest firms accounted for 29 8 percent of the assets of all Indus 
trial corporations Of the 100 firms’ total assets 54 1 percent was held by 
the twenty largest firms and 22 7 percent by the four largest firms 4 

Table 2 8 shows the degree of concentration of twelve of the 
economy's most important industries in 1958 Note that an industry with 
many firms can still be concentrated, the motor vehicles and parts industry, 
for instance, had 989 hut 75 percent of the business was done by the four 
largest firms By contrast the four largest dressmaking firms do only 5 
percent of the business 


IJ5S) * J °* 5 Bi,n Indusinal 0r e a «‘ za “ < "> (New York Jo Ha Wiley & Son* Inc., 

iono r! N j 1 C * WiS V nd E „ 5>lesWn , Tlt Siit Structure of the Largest Fimas 
1909-58 American Bconomtc Kteuu LI 5 (December 1961) 
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III GOVERNMENT UNITS 

When the topic of the role of government in the creation and taking 
of product is raised, your thoughts probably turn first to the size and 
composition of ‘ the budget” But to look at the federal budget, or even 
the budgets of the federal government, the fifty states, and the thousands 
of local governments, would give you a distorted idea of the role of 
government in economic life 

Budgets are administrative devices The executive branch prepares 
them and the legislative branch enacts them They include only the ex 
pcnditures subject to some measure of administrative control There is 
much government expenditure never included in the ordinary budget, and 
there is much expenditure included in the ordinary budget that is not in 
solved with product taking by the government 

Total spending by government alwajs exceeds the budgeted amount 
because certain types of spending go on regardless of the year to-)ear actions 
of administrators and legislators For instance, beneficiaries of social security 
payments receive their payments when due, but neither social security taxes 
nor payments to beneficiaries are included in the federal budget Toll bridge 
authorities and other more or less autonomous gov emment units pay salaries 
of emplovees and make maintenance expenditures from their own income, 
and without year to-)ear review by the parent government In the calendar 
year 1963 total federal expenditures were $115 2 billion, in the fiscal year 
1963 (which starts and ends six months earlier than the calendar year 
1963 but which is roughlv comparable), budget expenditures of the federal 
government were only $92 6 billion.® 

But neither the budget expenditures of a government unit nor its 
total expenditures gives anv idea of the total amount of product taken 
collectively by the people For example, the federal government collects 
taxes and otherwise receives mone) from the people, and pays it back to 
the people in such forms as social security benefits, veterans’ benefits, and 
farm subsidies In these cases, no product is involved The people as a whole 
have no less money than before, they can buy just as much as before Such 
government expenditures, which are called transfer payments because they 

* Actually total federal government expenditures were even greater than 
$115.2 billion, and total itate and local expenditure* were greater than the figure re 
ported below, $64 4 billion. A number of government units, like the Pott Office or 
toll bridge authorities, sell product directly to other sectors for money When 
these units do not earn enough revenue through sales to cover their expenditures, 
they must receive a mbnAj from a federal, state, or local government, at the Pott 
Office regularly does The $115.2 billion figure only includes the subsidies to such 
enterprises, and not their total expenditures When the government unit takes in 
more revenue than it spends, it has a surplus In adding up total government ex 
pcnditures, the Department of Commerce adds the total tobiidies to government 
enterprises and subtracts the surpluses. 
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Figure 2 J 



simply transfer income from person to person, do not reduce the ability of 
the people as a si hole to take product 

A distinction is made, then, between resource using government 
expenditures, where the government buys a product or someone’s services 
in order to pros id e a product to the people collective}}, and transfer pay 
ments where no use of resources is involved In 1963 when federal spend 
ing was $115 2 billion, federal resource using expenditures—that is product 
taken b> the people collectively—was only $64 7 billion A great deal of 
federal spending, then, simply involves straight payments to persons or to 
other sectors Figure 2 3 shows what types of expenditures ire made and how 
much of each type of expenditure involves resource use Note that under 
Health Education, and Welfare, total expenditures were $26 7 billion but 
only $1 8 billion involved resource use, the difference being transfer pay 
ments Note that there is verv little difference between total spending and 

resource using expenditure under National Defence 

An interesting sidelight is that when national defense items are 
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Figure 2 * 


PUBLIC HEALTH 
AND SANITATION 


EDUCATION 


PUBLIC SAFETY 
(POLICE FIRE PRISONS) 

OTHER HEALTH 
ANO WELFARE 


HIGHWAYS 


OTHER COMMERCE, 
HOUSING TRANSPORTATION 

GENERAL GOVERNMENT, 
INCLUDING INTEREST 


OTHER 



ignored product taken b) the people collectively through the federal 
government was worth only about $10 billion 

By contrast, total state and local expenditures were not very much 
different in 1963 from resource using state and local government expendi 
tures, as shown in Figure 2 4 The only substantial transfer payments were 
interest on state and local debt, and state and local welfare (public assist 
ance) expenditures 8 The difference between resource using expenditures 
and total expenditures was only $4 billion 

The data in Figure 2 4 make clear that the most important state and 
local expenditures are for education, with highwajs a distant second, and 
public health and sanitation close behind in third place 


•Note that reporte 
for Other Commerce, {{, 
than resource using expel 
that, as explained in foo 
enterprises in these categ 
by state and local gover 
state and local enterprises 


d figures show that total expenditures for Highways and 
ousiog and Transportation programs was actually less 
nditure*. This strange set of figures results from the fact 
toote S, there were surpluses or ’ profits” in government 
lories such as toll highway authorities. Actual payments 
•nraents exceeded the amounts shown. As a whole, such 
had a net surplus of about $2 S billion. 
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Tables 29 and 2 10 show how government units raised the money 
to pav for $115 2 billion in federal expenditures and $62 0 billion m state 
and local expenditures in 1963 Table 2 9 shows that by far the most 
important revenue source for the federal government was the income tax 
The personal income tax accounted for $57 7 billion \n revenues and the 
corporate profits tax for $23 0 billion (both before refunds) Total receipts 
of the federal government amounted to only $113 7 billion so it had a 
defiat of $1 5 billion in 1963 implying as will be discussed in later 
chapters that the federal government issued $1 5 billion worth of new 
securities during that calendar rear 

State and local government units did not show such a clear de 
pendence upon a single revenue source mainly because taxes used differ 
from state to state Some states employ personal income taxes some sales 
taxes and a few both One state employs neither Some states permit local 
governments to use sales taxes, a few permit local governments to use 
income taxes But most localities rely heavily on property taxes as a revenue 
source 

One fairly important source of money for state and local govern 
ments is federal grants-m aid money raised through taxation or otherwise 
br the federal government and given to state and local governments (ordi 
narily on a matching basis of some kind) for «peafic purposes, such as 
urban renewal, public assistance, and highway and airport construction 


TABLE 29 

FEDERAL GOVERNMENT RECEIPTS, BY SOURCE. 1963 

(billions of dollars) 


Total expenditures 


1154 

Tax receipts 


89 7 

Personal income tax 

57 7 


Estate and gift tax 

24 


Corporate profits tax 

23 0 


Excise taxes 

13 8 


Other indirect 



business taxes 

14 


Less Tax refunds 

— 6 0 


Social insurance contributions 


23 0 

Nontax revenue 


0 3 

Defiat 


14 


\oCe Detail ciiy not add to totals bttitzit of rounding 
?oc*cz Department of Commerce, 
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TABLE 2 10 

STATE AND LOCAL RECEIPTS. BY SOURCE. 1963 

(billions of dollars) 


Total expenditures 


G2 0 

Tax receipts 



Personal income tax 

34 


Death and gift tax 

06 


Motor vehicle licenses 

1 8 


Property tax 

21 0 


Sales tax 

134 


Corporate profits tax 

1 5 


Other taxes 

4 1 


Social insurance tomnbiuions 


39 

Federal grant >n-aid 


91 

Other nontax revenue 


55 

Surplus 


24 


Note Detail may not add to total brcauie of rounding 
SOURCE Department of Commerce 


These grants in aid constitute a good reason wh} jou cannot add the federal 
and state and local expenditures together to get ‘ total government spend 
mg” this $9 I billion is included tn both 

IV THE REST OT THE WORLD 

The rest of the world becomes in a sense a "sector” of the American 
econom} because Americans take products produced by those in other coun 
tries and provide products for those in other countries The products 
involved may be material goods or 'merchandise' exports or imports, or 
they may be shipping services tourism and other intangibles Americans 
also provide and are provided with ownership services crossing national 
boundaries 

There is no reason to expect that the product taken from the United 
States by the rest of the world will be, jear in and year out precisely equal 
to the product taken by the United States from the Test of the world The 
difference if an} gives rise to a financial relationship of some kind as will 
be explained in subsequent chapters 

In 1963 the United States provided $31,106 million worth of 
product and services to the rest of the world Of this amount the largest 
part was in merchandise exports valued at $21,357 million Various U S 
intangible products were sold for $4463 million, and the United States 
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TABLE 2.11 

r-y MERCHi\Dlt>E IMPORIS 1W EXPORTS 
B\ nPE Ok LOUUODll't 
UOXTHLT: 1VERJOE m3 

1 milliom it d illta~') 


M art hurt (ne exports 



Utnhtinduc imports 



Total 


(uitsu 

Total 


14173 

Agricultural products 



V^multural products 



total 


4bo 4 

total 


334 3 

Cotton 

2b t> 


Cocoa products 

11 3 


Fruits 'eg 

3~Z 


Coffee 

7^7 


Grams and 



Rubber crude 

Ib4 


preparations 

1112.7 


Sugar 

aOM 


Packinghouse 



U ool and mohair 



prod. 

123 


unmtg 

13 S 


Tobacco goods 

43 b 





Nonagrtcultural products 


Nonagnculcural produces 


total 


H447 

total 


1083 1 

Automobile 



Fur products 

10 9 


goods 

125 7 


Iron and steel 



Chemical goods 

161 9 


products 

,0 4 


Coal and reined 



Other metals 

431 


fuels 

40 2 


Paper base stocks 

30 1 


Iron k Steel gds. 

574 


Newsprint 

a7 3 


Machinery 

453 4 


Petroleum goods 

149 1 


Petroleum 

410 





Textiles and 






manufactures 

573 






Note , 'ubtt>tal« ml' not adil to totals because of rounding- Detail will nor 
add to subtotals because oulv principal commodities are included 

sotscs Department of Commerce 


earned $+040 million on private foreign mve-twents. That same vear B $ 
imports of products and semce> amounted to $25 831 million, of which 
$16 768 million, the large* share. was for merchandise An additional 
+’ N ~ > ' million w ent for intangibles * and $2907 million was spent abroad 
b' C$ militarv per-onnel. 

Figure 2$ and Table 2.11 tell a little more about the merchandise 
export and import careers l ^ure 2.5 -how* the reruns of the world with 
which our trade was greatest For instance our average monthly imports 
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of merchandise in 1963 were $428 5 million, of this, $446 8 million was 
spent in North Amenta, and another $400 8 was spent m Europe 

It is interesting to note that most of our trade was with industrial 
ized nations, not with the newly independent, underdeveloped countries 
Our most important trading partner in 1963 was Canada, from whom we 
imported at a monthly rate of $319 1 million, but second was Japan $124 8 
million, third fourth, and fifth were the United Kingdom, $89 9, West 
Germany $83 6 and Venezuela, $78 I Our exports show this pattern even 
more strikingly Of $1,934 0 million worth of product exported monthly in 
1963, Figure 2 5 tells us that $589 0 million worth went to Europe, and 
$485 4 million worth went to North America An additional $1415 million 
worth went to Japan 

Table 2 11 indicates what types of products the United States tm 
ports and exports Our most important exports are machinery, chemical 
products and gram products Other than petroleum goods, our most im¬ 
portant imports are shown to be a number of products that the United 
States cannot produce at all or can produce only with great difficulty, such 
as coffee, sugar, and various minerals 

These, then, are the four sectors of our economy, and the cast of 
characters for a study of macroeconomics No student would be wise to 
proceed in a course in which they are the principal subject matter without 
at least becoming acquainted with them And a wealth of understanding of 
our economy can come from each new review of the basic data. 
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SERVICES, PRODUCTS, 

AND PRODUCTION GROUPS 


Individuals and families perform productive services so that they may take 
the products created through the services of others So much was said in 
the first chapter, but it was also noted that the type of service performed 
often involves participating in one highly specialized stage in the produc 
tion process You might help manufacture cars by sweeping floors in the 
office of executives who manage the coal mines that supply the coke for the 
furnaces of the steel mills that supply the steel for automobiles Or you 
might help produce television sets by typing letters for the broker who acts 
as an agent for the insurance company that insures a television manufacturer 
against fire Or you might be an attorney, with a one man business 

Getting product to the public is a highly complex and involved 
business For any given final product it may involve many industries many 
firms within each industry, many stages within each firm 

“ Product" 

When a person works for a living the product he expects to take in 
exchange for his services does not in his eyes consist of swept floors, coal, 
coke or steel, but of automobiles, it does not consist of typed letters, or of 
industrial fire insurance, but of television sets, it may or may not consist 
of the services of an attorney, but in point of fact most legal services are 
sold to firms or other groups who in turn create final products for the 
public But these 1 intermediate" products are paid for by the public, since 
the terms on which final products arc available reflect the costs of inter 
mediate stages or goods, that is, the price of final products will include 
payments for all the services provided in connection with bringing the 
product to the public throughout all stages of production 
40 
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When you perform services and thereby create a product, you mean 
by “product” whatever benefits are formally recognized as arising out of 
your provision of service It may include nevr buildings new automobiles, 
bread tooth extractions and piano concerts Note the words ‘ formally 
recognized" the implication is that you are paid in some manner for 
creating the benefit You might sit' with your neighbor’s children while 
he and his wife take in a movie If he pars you, your babysitting is formally 
recognized as a product If he does not reimburse you in any way you hare 
neicrtheless created the benefit but you cannot call it an economic prod 
uct Education provides another example You may acquire knowledge in 
a number of wavs but faT from all of these enter formally into economics 
If you attend school your education is a product because your teacher and 
many others are paid for their part in educating you When you acquire 
knowledge through informal conversation with your neighbors friends and 
family the benefit still exists but there is no economic product Important 
benefits often arise out of activity that cannot be classified a> economic 

In these pages the act of buying final product by the public will be 
described by the expression “taking product” rather than by the more 
familiar “consumption ” Experience has shown the expression 4 consump¬ 
tion” to be confusing because of its ambiguity The implication of the word 
“consume” is that product is “used up” or 4 devoured", but economists are 
not ordinanly concerned with the ‘using up" of final products, but are 
instead more concerned with the act of buying the product Unfortunately, 
the term “consumption” is widely used to mean either the taking of product 
or using it up Sometimes the two processes occur simultaneousl) when you 
“take” a v acation, you also use it up But more often the two processes are 
distinct, when you buy an automobile you do not expect to 4 consume” it 
immediately When you come across the term “consumption ’ m economic 
literature or in journalistic accounts, make sure in which sense it is being 
used 

Take note also of the use of the term “product” in these pages 
"Product” can be a singular noun, as m “a product ’ or ' several products”, 
or it can be a collective noun, as m “total product-” In the latter sense, it 
substitutes for another familiar expression, “goods and services,” because 
the term "service” is used to describe what you do rather than what you 
get, and to use it in both senses would involve another ambiguity 

"Service" 

How is product created ? The question might be asked in another 
way* What kinds of services can you provide for which you are paid 9 You 
create product in either of two general ways, by providing either of two 
kinds of services: 
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I labor services In economics the pay for labor services is ordi 
narily called wages whether the recipient is a commissioned salesman a 
salaried executive or an hourly paid production worker 

II ownership services In the U S economy people are often 
paid for owning something and are hence said to be providers of ownership 
services You can own financial instruments such as bonds or savings ac 
counts for which jour pay is ordinarily called interest or financial 
instruments such as stock certificates for which your pay is usually called 

profit or you may own the title to a building or other property that you 
let someone else use for which your pay is usually called 1 rent ’ * 

It is possible for economies of different types to determine how 
much product each person can take in different ways For instance a 
primitive tribal economy may determine each person s share largely by 
long standing tradition Another possible method is suggested by the famil 
lar slogan of communism (but not Soviet practice) of from each according 
to his ability to each according to his need —meaning that each person can 
take as much product as he needs without regard to how much service he 
provides 

In the United States and in most economies the general rule is to 
each accord ng to his contribution —that is the amount of product you can 
take is equal to the amount of product you produce This is not the only 
possible method for determining each person s share of total product it 
happens to be the method we employ 2 

Thus in the United States if a person is paid for what he does that 
payment is formal recognition of the performance of some service If a man 
is paid $100 for labor or ownership service that payment means that he 
has been credited with performance of $100 worth of ownership or labor 
service and creation of $100 worth of product, and he can consequently 
take $100 worth of product This formal recognition implies no value 
judgment nor does it suggest the actual consequences in terms of output 
of the man s activity He may have loafed all week but still received $100 
in wages he did nothing at all but is formally recognized as having pro 
duced $100 worth of product 

•The expressions profit, interest rent are used here the same way 
commonly used in everyday speech Note however that the expressions when used 
this way have no precue mean ngs For nstance if you hold a savings account of 
one k nd your pay is called interest’ but if you hold a savings account of an 
other k nd (at a mutual savings and loan assoc ation for instinct) your pay u 
called a dividend —a term usually associated w th profit If you own a bu Id 
ing and let others use it m exchange for money you are said to receive reof 
but if Instead you own a share of a corporation that owns the bu Idmg your pay 
is sa d to be profit Ecooom sts have for these reasons developed more precise 
defimt ons of these terms defin tions that need not be used in this context but 
that w II be necessary in m croeeonora c analysis 

2 To each according to bis contr but on is the general guiding principle 
of most modern econom es but in pract ce it is mod fied by such institutions as 
progress ve income taxes and public welfare programs 
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The idea that actual work involves the creation of product will 
come as no surprise and will be readily accepted But the idea that owning 
something such as a financial instrument, also is a productive service may 
be intuitively resisted Later in this volume, it will be shown how the 
ownership by an individual of a financial instrument can correspond to the 
ownership by a production group of some productive asset But this is not 
the place to defend the idea that ownership can be a productive service All 
that need be said is that in the U S economy, people are paid for owning 
things, that payment itself constitutes formal recognition that a service 
is being performed 

/ PRODUCTION GROUPS 

The number of final products produced through the efforts of but a 
single person or family is quite small Usually people organize into groups 
or supply services to already organized groups, instead of going into bust 
ness for themselves Of course, there are still many individual or family 
firms, notably farms, small retail stores one man barber shops and occa 
sional professional men who work alone But by far a greater percentage 
of business activity is conducted through formally organized production 
groups,” including the several forms of business organization many types 
of government agencies on all levels of government, and several other types 
of groups of less economic significance, such as churches and private educa 
tional institutions 

Even the one man and one family firms have to be formally con 
sidered as production groups Recall that the individual as a provider of 
services and 3s a taker of product falls into one sector, the people, but his 
firm—even if he is the only owner and only employee—falls into another 
sector, private business He provides labor and ownership service to his 
firm, and can as a consequence rake product 

A Printline Example 

The idea of a “production group,” as well as a number of important 
points which come up later may be clarified by a primitive example Sup 
pose a small group of people decide to join together to produce bread 
Formerly, each produced his own bread—growing the grain, milling it and 
baking the bread, but they now decide to do the same thing jointly, in the 
belief that they can be more efficient if each person specializes in what he 
does best. 

The baking of the bread is a joint effort, so that what is produced 
by a single individual cannot be identified After it is baked, the bread 
belongs to the group—a “production group ’—jointly The group must in 
some way determine how to divide the bread among idle participants It may 
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decide to divide it equallj, so that, for example, each of eight persons would 
get five of fort) losses baked It may instead decide to divide it according 
to need, or according to an estimate of how great a contribution each mem¬ 
ber made to its production 

Each member, then, will have a claim to a certain amount of bread 
And the total amount of claims to bread allocated among the members 
must of course, equal the total amount of bread produced This is true 
even if the production group is "owned” bj one of the members, and the 
others “work for” him The total of claims to bread allocated among the 
members cannot be other than the total bread produced Once all members 
receive the bread to which they are entitled, no claims to bread will remain 

Now suppose that instead of dividing up the bread among the 
members, the group decides to sell it to others for money The members 
are in that case not allocated claims to bread; but they are still allocated 
claims to the value of what they have produced They have a claim to the 
money received in sale of the bread Yet it still must hold that the claims 
allocated cannot possibly be different from the value of the product—the 
amount of money received in exchange for the bread This is true, even if 
one of the members is the group's "owner" (his share is “profit") and others 
arc “emplojees” (their share is “wages”) However complex may be the 
organization of a production group, its essential character remains it is an 
organization, formal or informal, of people, in which they can jointly create 
some product to which they jointly have a claim 

Production groups, then, are organizations, formal and informal, in 
which people join their labor and ownership services in the creation of 
product There are great differences, however, among production groups— 
differences in the manner of their organization, their positions before the 
law, and their formal relationships with other production groups And 
these differences are over and be)ond the obvious differences in size of group 
or in type of product created 

What Constitutes a Production Group 

With very few exceptions, people in the United States create product 
as members of production groups Sometimes a single person will constitute 
a production “group”, but more often it will consist of several persons 
whose various services are combined to create product The tjpical produc¬ 
tion group acts as a unit, in the sense that the product created is usually 
thought of a a “group product" rather than the product of separate indi¬ 
viduals You do not attempt to identify personally all the people who con¬ 
tributed to the production of the pen jou have in jour pocket or purse; jou 
say it is made by “Parker Pen Co ” or some other production group The 
product is considered jointly created, and is offered as a group product to 
individual buyers or to other production groups 
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You are a member of a production group if you contribute directly 
to the product of that group the test being whether you are paid by that 
group Note the words contribute directly you might contribute to the 
production of automobiles by mining coal but your contribution would not 
be a direct one and vou would not be paid bv any automobile firm Claims 
may be allocated to you for your labor service or for your ownership of 
financial instruments—stocks bonds and the like—issued in the name of 
the group You become a member of a group then when you work for it 
or when you own a financial instrument issued in its name 

Membership implies nothing social and can mean quite different 
types of association for different persons You may w ork for a firm for a 
day while someone else may have worked for the same firm for fifty years 
You may have been given a share of stock in a firm at birth and have held 
it faithfully ever since someone else mav have just bought 100 shares of 
the same stock on the Pacific Stock Exchange and sold it moments later 
on the New York Stock Exchange at a profit You may not be very much 
concerned with the fortunes of your production group and are ready to 
leave whenever you get a better offer a fellow worker may identify him 
self quite personally with the group—he mav be a company man 

Moreover you may easily be a member of more than one production 
group at the same time A few people work for two or more companies 
you may only work for one but hold financial instruments issued by an 
other Or you may not work at all but hold financial instruments issued 
by several firms 


Relations between Production Groups 

Production groups deal with one another largely on the basis of 
purchase and sale to combine the product created by separate production 
groups Often one group buys materials from several other groups com 
bines and fabricates the materials and then passes title to the combined 
product to another group If you are a member of a group concerned with 
one of these early stages of production (perhaps your firm extracts pro 
cesses and sells raw materials ) you might try to identify the final 
product or products with which your group is associated Sometimes a 
group will add value to a product without ever taking title to it it may 
never even handle the product A railroad for example transports ma 
terials but it does not own them an advertising agency according to 
economic criteria^ adds value to products but it docs not handle them 
Groups may also deal with one another to combine personal services A 
firm may buy legal service from a law firm engineering service from an 
engineering firm or management service from a management consulting 
firm 

One production group is often said to own another production 
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group, in the sense that it holds in its own name all or a major share ol the 
stock certificates issued by the other group Such a group might be called a 
parent firm or holding company, and may own stocks issued by several 
production groups Such a method of organization may reduce the inde 
pendence of each of the subsidiary groups, but it also provides a basis by 
which the administrators of one group can supervise the activities of all 
the groups How closely “parent firm” management supervises the activi 
ties of subsidiary groups vanes considerably among such combinations 
Sometimes the arrangement allows such a highly integrated operation that, 
for all practical purposes, the entire combination of production groups 
might be regarded as a single firm In other cases the holding company 
may try to exert little or no influence over the activities of subsidianes, and 
merely holds ownership shares for profit purposes 

Obviously, what may be called a single production group must be 
fairly arbitrary Some firms operate in all stages of the production process, 
mining or otherwise obtaining directly the ingredients necessary for fabn 
cation, fabricating the product themselves packaging it, distributing it to 
retailers and perhaps even selling the final product to the public through 
their own retail stores The A & P grocery chain does much business on 
this basts On the other extreme, a firm might be engaged in one highly 
specialized task m a complex production process, such as stamping gold 
letters on book bindings Legal, rather than economic, criteria are applied 
in defining a production group in these pages, if the courts recognize a 
combination as a single firm, it will be regarded here as a single production 
group, even when several firms combine to operate as if they were a single 
firm if the law regards them as separate entities, they must be regarded 
here as separate production groups 

Types of Production Groups 

Production groups may be classified in several ways depending on 
your purposes You might want to classify them by size, by age, by type of 
organization, and so on Two common ways of classifying production groups 
are (1) by the type of function they perform, such as mining, manufactur 
mg transporting, retailing and the like, and (2) by the type of product 
handled such as food products, electrical appliances, and hardware A 
classification by function might reveal that in the twentieth century, the 
number of people engaged in the “service trades” has been growing more 
rapidly than the number of people engaged in manufacturing, and that the 
number of people engaged in agriculture has been declining A classification 
by type of product could be used to compare pricing practices, sales pro¬ 
cedures and financial methods in different industries, for instance, a 
comparison would show that the steel industry behaves quite differently 
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from the textile industry in these respects In this chapter, attention is 
centered on another tvpe of classification scheme how production groups 
are organized 

Regardless of how they are organized, all production groups have 
some features m common They all have some Lind of arrangement for 
holding assets (property) in their own names But what the “arrangement’ 
will be in each case depends on the form or organization All production 
groups hav e a method for ‘ making both ends meet, ’ that is making the 
value of the product equal to the value of the claims allocated to those who 
provide services Different types of groups, again, employ different methods 
And all production groups have a method of choosing administrators, once 
again the technique vanes depending upon the formal organization of the 
group How different types of organizations carry out these basic tasks will 
be outlined bnefly 

A an arrangement for holding assets Production groups hold assets 
m the name of the group Some assets may consist of productive facilities 
(buildings equipment^ and the like), but production groups also hold 
other property classed as assets, including money and financial assets 
in the broadest sense (including of course such things a» bonds or notes but 
often also including less formal obligations, such as the unpaid bills of cus 
tomers) Production groups usually also have liabilities they have obhga 
bans to pay other groups or individuals, either immediately or at some 
future date They may have issued bonds, borrowed from banks, or bought 
things on credit, they probably have unpaid bills and salary obligations 
as well 

With but a few exceptions, the value of a group’s assets will be 
greater than the value of its liabilities, that is, if the group could sell 
everything it had of value, and if it could collect on all its claims against 
others, it would still have something left after it had settled its own obliga¬ 
tions What would be left ov er should dearly belong to the owners of the 
production group (holders of stock certificates, for instance) But some 
fames there are no "owners” in the usual sense For instance, who "owns” 
a church > But if a church should sell vts assets and pay its creditors, it will 
usually have something left over Whether there are “owners” or not, the 
difference between assets and liabilities represents the ' net’ value of assets, 
after obligations have been deducted, and is called net north JSet worth is 
held in different ways by different types of groups 

1 Pmately Ouned Met worth of a production group may be 
“owned” in the usual sense, that is, the production group may be a private, 
profit seeking firm Most production groups in the United States are of 
this son The net worth of such groups is owned pmately, by individuals 
(or by other production groups, which are in turn owned privately) for 
the purpose of pm ate gam 
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2 Trusteed Net worth of a production group may be held by a 
board of trustees or similar group Such is the case with “private” or “inde¬ 
pendent” universities and with many churches The net worth is “owned ’ 
by the board of trustess as a group, but none of the individual trustees owns 
an$ share of net worth as a private individual As individuals, trustees can¬ 
not sell shares nor do they hold shares for personal gain In fact, there 
ordinarily are no shares" at all, the institution as a whole is ‘ owned” 
by the board of trustees as a whole Somewhat different, but under the same 
general heading are mutual savings banks, mutual insurance companies, and 
the like which are nominally “owned ’ by depositors and policyholders 

3 Held in Common Net worth may be ‘ held in common ” For 
example citv governments are said to “own” buildings, trucks, parks ma 
chmen and the like In contrast with private firms, there are no shares 
held b} individuals, and, in contrast with groups headed by boards of 
trustees there are no specifically designated individuals to hold net worth 
as a group The net worth is said to belong to ‘ the people”, but govern 
ment units do not often even attempt to place values on commonly held 
net worth so >ou will find no record in the state building city hall or 
countrj courthouse of how much net worth "the people” hold in com 
mon much less what jour own share is 

B a method for making both ends meet You have already noted 
the requirement that all production groups allocate claims equal to the 
value of product created That is a production group must pay for serv 
ices what it is paid for product In this sense, each group must ‘ make 
both ends meet But different types of production groups use different 
methods for maintaining this equality between the value of the claims it 
allocates and the value of the product it creates 

1 Profit and Loss The profit and loss method is used by production 
groups that have pnvately owned net worth Since privately owned business 
firms are of the greatest economic significance of all tjpes of production 
groups this method is discussed in some detail 

Most members of any production group, no matter of what type 
want to know in advance at what rate they are going to be paid You do not 
take a job with a firm unless you have a pretty clear idea of your wage 
\ou would be prettv dubious if the groups managers told you, "Wait and 
see how well the product sells, if we arc successful, you’ll do well, if we 
aren’t we mav not pay you at all ” Nor would you buy a bond without a 
clear idea of what jou would be paid for owning it 

Yet the production group does not know the value of the group’s 
product until after you and other members have provided your services 
and after the product has been sold The value of the product created must 
be equal to the claims allocated, you insist on having your claims allocated 
in adiance even though the group does not know the value of the product 
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in advance Administrators have a decision making problem they must de 
cide on the rates at which claims will be allocated before they know what 
the value of the product will be 

Moreover administrators do not know with precision what quantity 
of services will be needed to produce an unknown (or even a known) 
quantity of product 

How can such decisions be made 5 The problem is not usually as 
great as it may seem Administrators while they may not know the exact 
value of the product in advance usually have bases for making fairly close 
estimates They attempt to predict the price at which the product will sell 
and die quantity that can be sold at that price Then on the basis of past 
experience they can estimate the quantity of labor services that will be 
required and the quantity of productive equipment they will need 

The administrator usually sets forth these estimates in a more or 
less elaborate budget Budgeting has become an important feature in the 
operation of many business firms as a method for making both ends meet in 
a satisfactory way 

In privately owned bus ness firms however both ends must meet 
whether or not there is a budget Some but not all rates of pay will be 
determined in advance before the value of the product has been determined 
The rates of pay of the owners of net worth—the proprietors partners or 
stockholders—are not determined in advance When the value of the 
product exceeds the claims already allocated to workers and bondholders 
the owners of net worth have a profit their pay is a residual —they get 
what is left over Occasionally the value of the claims already allocated at 
rates determined in advance will exceed the value of the product created 
and there will be losses or negative profits 

While other rates of pay are determined in advance then profits 
are a res dual share There is no reason however why the method described 
must be used by privately owned business firms Economic organization 
could conceivably be such that the owners of net worth would be guar 
anteed specific rates of pay in advance and the providers of labor services 
owners of land ot some other group might divide the residual and hence 
be the nsk takers In fact the consumers cooperative provides a manner in 
which the buyers share the residua! What is necessary is that someone re 
ceive a res dual share dividing profits or losses so that both ends may meet 
In the economy of the United States under a capitalistic economy it is 
the capitalist’—the owner of net worth—who is allocated the residual 
profit ot loss 

The description of profits as a residual share might seem to imply that 
the size of profits is a mere accident this is not entirely true While profits 
may sometime be much larger than expected (as may losses) admmistra 



50 ECONOMIC PROCESSES-THE LEVEL OF ECONOMIC ACTIVITY 
tors usually direct their efforts to achieving their profit objectives, and the 
policies of the firm are Matched very closely in order to attain this goal 

When a firm makes a profit there is an automatic increase in the 
value recorded for net worth In the first instance, the profit will take the 
form of an increase in the firm’s assets such as when an inventory or con 
sumer product purchased for $5000 is sold for $6000, in place of an asset 
—inventory—valued at $5000, there is another asset—money—valued at 
$6000 Whenever assets are increased and liabilities are unchanged (as in 
this example), the value of net worth is automatically increased, since net 
worth is always obtained by subtracting liabilities from assets The firm 
has not yet paid any dividends (and may never), but the owners of net 
worth have been paid, since the value of net worth has been increased If 
they are subsequently paid dividends, they will be paid money, thereby re 
ducing the firm’s assets, the reduction in assets, with liabilities unchanged, 
will automatically reduce the stated value of net worth 

The policies of different firms vary with respect to transferring 
money to the owners of net worth Proprietors of individually owned 
firms and partners in partnerships usually take profits out monthly, or 
even more often Corporations most commonly pay cash dividends every 
three months or every six months Some highly profitable corporations 
pay little or no dividends, shares of stock in such corporations are known 
as “growth" stocks since payment to the owners takes the form of regular 
increases in the value of the stock, rather than periodic money transfers 
Larger corporations adhere for fairly long periods of time to predetermined 
dividend policies, making quarterly payments of, say, 50 cents per share 
even when profits are above or temporarily below that amount 

When there are losses (that is, when the value of the product ere 
ated is less than the claims of those whose rate of pay was determined in 
advance), the stated value of net worth declines, because assets decline in 
value relative to liabilities The effect is to allocate “negative claims’ to 
the owners of net worth 

2 Surplus and Deficit The surplus and deficit method is used in pro¬ 
duction groups having trusteed net worth, that is net worth held in the 
name of a board of trustees Little time need be spent on this method, both 
because it is less important quantitatively than the other two, and because 
it is very little different from the profit and loss method just described 

Some trusteed institutions create and sell a product, others can 
not be called production groups, and will not be discussed here Pm ate 
hospitals and universities are engaged in creation of salable product and 
use the surplus and deficit method In addition some government corpora 
tions and authorities such as toll bridge authorities and the TVA do not 
receive regular appropriations from political jurisdictions and in fact do 
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not enter into #«) government budget but ww-tead have rtwit u" n budget' 
nml use the same surplus and deficit method of linking both emit meet 

Like pm Me firin'* trusteed instituting and public authorities hue 
to nllicxte cl unis at rates determined before the product is created and 
its value deteriiunetl Those \iho suppli labor services to or buj bonds 
from on independent hospitat feel no different!! about nsMircd rates of pa) 
than do employees of prnatc profit miking firms And as in pm ate firms 
there max be (and gencrillv is) n difference letwrcn the \ due of the prod 
net and the vilur of the predetermined claims The difference is not called 
profit or loss since for the most part these groups are organized oil non 
profit bases the evords current surplus and ‘current deficit are used 
instead carrying the same grncril meaning as profit and loss 

Like pm ate firms these institutions nml authorities Imp assets 
and like private firm' tfiev account for their ability to bold assets b) means 
of halihtica and net worth A current surplus take* the form of no m 
crease m the value of assets resulting in an addition to the «titcil value 
of net worth (and n deficit reduces net worth) Hut unlike private firms 
these groups dn not ordmaril) reduce the net worth by the pavinent of 
cash dividends to amour 

3 ApptofriahOH The appropriation method is used hj groups that 
Invc net worth held in common that is bj government units (other than 
the independent authorities just mentioned) 

11) and large production groups for which the net worth is held in 
common are government units that do not trll n product lhc»e group do 
not male the value of claims equal the v due of the product b) an adjust 
merit in the stated value ol net worth, in f set, most government units do 
not rryort the value of assets Initiates and net worth m an) tjjc of 
balance sheet and net w orth Ins no stated value’ 

The method these groups employ to male both ends meet is com 
plctel) different, then fee in that duplexed h) the first two t)prs of pro* 
dilution groiq * 

The usual procedure is this Administrators set fortli in it Iv nice n 
budget giving the value of the claims the) esprit to assign to those vvlw 
perform service tn the group (the expected ex]cnditurcs’ ) and the prod 
net the) expect to create T hr budget is submitted to some legislative body 
(Congress state legislature, city council) for revision or approval The 
legislative body makes an tpproprntion equal to the expenses shown in the 
final budget It is the appropriation and not the I udget that is the special 
feature of this type of organization llrginning with the npj ropnntion 
there arc two possible courses 

I he administrators may be prohibited from allocating claims in 
excess of the amounts budgeted lloth ends meet—the amount appropriated 
nml the value of the claims allocated When this pneticc is followed, the 
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government unit involved has an effective limit on its activities, the nature 
or size of the product is controlled by the machinery of appropriation 

On the other hand there are government units that cannot operate 
well under such limitations. They have an obligation to provide a particu 
lar product for the citizens and must do so however much the cost of 
dong so may vary For example, a unit may be required to remove snow 
from atv streets. In such a case it could not be given a severe limitation 
on the amount of claims that might be assigned because budget makers 
never know how often or how much it will snow In these cases adminis¬ 
trators are gn en more discretion tn determining what the value of the 
product will be. If the administrators find that the product that is desired 
will require the allocation of a greater amount of claims than was ex 
peered the budget will be revised, the value of the claims that had been 
assigned may be supplemented with a defiacncy appropriation ’ 

Either there must be some flexibility in the nature of the product 
that is to be provided or there must be some flexibility m the value of 
claims the administrators can assign. Otherwise, the administrators may 
be faced with an impossible job in their task of making both ends meet. 

C A METHOD OF CHOOSING ADMINISTRATORS All tVpCS of production 
groups need administrators whether these are to be called management, 
as m bigger businesses the boss as in smaller businesses the administration as 
in colleges and universiDes or department heads (or bureaucrats) in gov 
eminent agtnaes Each tvpe of production group has a somewhat different 
method of choosing adm mstrators. 

The owners of net worth have the task of choosing the administra 
tors of groups whose net worth is privately owned In fairly small firms 
owners and administrators are the same people. In the corporate form 
(which will be discussed m detail) the owners elect a board of directors 
the board of directors then represents the owners in appointing the admin¬ 
istrators. Corporations vary widely however m the extent to which actual 
practice corresponds to legal prescription. In large corporations the di 
rectors and ad m i nis trators tend to form self perpetuating bureaucracies and 
owners of net worth have little to say about who the administrators will 
be, except in the occasional event of a “stockholders revolt.* 

The administrators of a production group that has trusteed net 
worth are chosen ly its board of trustees. In some cases, the board of 
trustees itself is a self perpetuating body the members select thar own sue 
vx5£*w». Vi, vr&/M ta&es, vW tTOSlas ait apptnrftti *uv a comjAex system it 
signed to get representation for a number of viewpoints or interests. In the 
cases of government corporations or authorities, the trustees are appointed 
by politically elected officials. 

Some administrators of government units (other than government 
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for tiie ownTship of ner worth. The nun rrpes of groups to b* described 
are p-opnetortiups, partn-rships, 2nd corporations. Ol these three rrpes, 
tb- £is* two have mudi in comment. 2nd th- third trpe, which i> the most 
vrnpcjiT2n.t stj-m ol tvgzmaztion ol prrvz'e business firms, ’zi2> nzrrr pomts 
of drne~ence from the oth-rs, pafticularlr with respect to tiie le^al rela 
tiomh-p 01 th- firm to tiie own-r ot net worth. 

A. propmetosships. \ propneto-tiup e> a ptrzte business him whose 
ne* worth is owned br one person alone, and whose assets and li2bDi&es 
are regarded br law 2s the own-r 5 own pc-sonzl assets and hahihties. 
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The typical proprietorship is a small business whose owner also acts 
as manager (and sometimes the only provider of labor service) The owner 
may keep a record of the assets of the business separate from his personal 
assets, but legally the two are not separated All the profit is allocated to 
him, and he must pay personal income tax on all of it Similarly all the 
firm’s losses if it suffers any, are allocated to him, this point of law is quite 
important for it means that if his firm suffers major losses the owner may 
lose his entire personal fortune including his house car, savings account 
and the like If he allows someone else to run his business for him, he is 
in effect putting his entire estate in his employee's hands 

When the owner dies, his beneficiary or beneficiaries become the 
owner or owners of the firm's net worth If his beneficiaries are incom 
petent or quarrelsome, the firm may fail 

The amount of a proprietorship’s assets are limited by the owner’s 
own personal wealth perhaps augmented by what banks or others may 
lend him Thus it is rare that you find a very large firm of the proprietor¬ 
ship form If a proprietorship has prospects for grow th but the owner finds 
the firm's expansion checked because his own assets are limited he may try 
to borrow, however, he will find others cautious about lending to him be 
cause his own life is uncertain and no one knows what will happen to the 
business at his death Even if the owner does not die he may become dis 
abled through a heart attack or an automobile accident Lenders are re 
luctant to risk very much when so much depends on one man If he wants 
his business to grow, the owner eventually may turn to a partnership or 
corporate form of organization in order to expand his firm s assets 
B PARTNERSHIPS The partnership form of business organization is simi 
lar to the proprietorship form but the net worth of the firm is owned 
by two or more persons There are various types of partnership arrange 
ments Each partner may have an equal share of the net worth of 
the business, or the shares may be unequal with the partnership agreement 
specifying for example 10 percent 15 percent 25 percent and 50 percent 
shares respectively for each of four partners The assets of the firm will 
again, be recorded separately from the personal \v ealth of each partner, but 
ordinarily each partner is liable to the full extent of his personal wealth 
for the obligations of the partnership There are exceptions to this rule 
however the partnership agreement may specify that certain partners (but 
not all of them) have limited liability, and can lose only as much as they 
have voluntarily invested in the firm 

Most partnerships aie two or three man concerns, many of which 
have grown out of proprietorships Proprietors often decide that their 
chances for success or growth would be enhanced if they took partners by 
combining their assets and their talents the partners may be able to pro 
vide a bigger or better product than each could provide separately And 
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since each partner usually has unlimited personal liability for the debts of 
the partnership they may find lenders less hesitant to lend than would 
be the case for a proprietorship 

But partnerships are difficult to hold together Whene'er a partner 
withdraws the firm must be dissolved It may be reorganized promptly but 
m smaller businesses reorganization is not always possible or simple People 
may be reluctant to nsk their savings in a business in which others share 
authority and profits, and in which any partner mar cause senous dis 
turbance bv withdrawing or threatening to withdraw from the firm 

Partnerships are most frequently found in activities in which con 
tuuuty of operation is not of critical importance, such as the wholesaling 
and retailing of some products and the provision of such professional serv 
ices as law and medicine In the professions especially, the partnership form 
has taken the status of a tradition, with the corporate form so rare as to 
be an oddity But m most types of business activity, partnership imposes 
severe handicaps and limitations for harmonious and continuous operation 
Many of the difficulties inherent in the proprietorship or partnership are 
overcome in the corporate form 

C CORPORATIONS Some films that for all practical purposes appear to 
be proprietorships, in the sense that they have a single administrator 
and virtually a single owner are legally organized as corporations And 
some firms that are operated as partnerships, in the sense that but a few 
people combine their talents and assets to run the firm, are also legally 
organized as corporations The corporate form of business organization, 
which is often thought of as the organization form of Big Business, has 
many adv antages for firms of any size 

The principal distinguishing characteristic of the corporate form of 
organization is that a corporation’s assets and liabilities and those of the 
owners of a corporation’s net worth are legally separate While proprietor¬ 
ships and partnerships have no legal existence of their own, and are re¬ 
garded by law as activities of their owners corporations are treated by 
law as if they themselves were separate "persons ” The importance of thts 
feature will be obvious when it is recalled that the owners of the net 
worth of proprietorships and most partnerships have ‘unlimited liability”, 
that is, any losses the firm suffers must be made up out of the owners’ 
own assets as long as they have any Owners of the net worth of corpora 
Dons, on the other hand, have “limited liability", any losses a corporanon 
suffers must be made up out of the corporation s assets, as long as it has any, 
but the owners of net worth cannot lose more than the value of net worth— 
that is, their shares of net worth may become worthless through the bank¬ 
ruptcy of the corporation, but they are not personally liable for any losses 
A corporanon comes into existence when the owners of the net 
worth of a production group are issued a corporate charter by one of the 
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states or in special cases by the federal gov eminent. The charter itself 
is the instrument that legally authorizes the production group to enter 
into a specified type of bus ness (usually quite broadly stated to allow for 
flexibility) and to mate a legal separation of the assets and 1 abilities of 
the firm from those of its owners. The net worth of the firm is dinded into 
equal shares usually called shares of capital stock. Once the corporation 
has been organized the ownership of net worth may be transferred through 
the sale of shares by the original owners without forcing the dissolution or 
reorganization of the firm The corporation s legal existence is separate 
from and independent of the legal positions of its owners. 

Some major adi antagrs of the corporate form of organization orer the 
proprietorship or partnership forms can be exploited by owners of small 
firms The limited liability feature reduces the nst of entering into business. 
Moreover no owner of net worth need be concerned about the withdrawal 
or death of one owner which in the partnership form would force a dis¬ 
solution or reorganization The life of a corporation is often said to be 
permanent although of course it is doubtful that any firm will continue 
operating fores er 

While larger businesses also secure these same ads antages from the 
corporate form for these larger units the chief advantage of incorporating 
lies elsevv here with the proprietorship and partnersh p the net worth of the 
firm is limited to the assets of one or a few persons and the size of the 
firm is limited When the corporate form is employed the « ealth of literally 
thousands of persons can be used by a single business firm. 

The ad\ antages described apply to firms engaged in all kinds of 
activities. The corporate form is more than an adv antage and is almost a 
necessity however for kinds of cconom c activity in which continuity of 
operation is important. In noncorporate forms the danger of dissolution is 
always present but a corporation s fortunes are not linked inextricably with 
those of the owners of net worth 

One other key feature of the corporate form merits discussion 
While it is always poss ble for proprietors or partners to hire managers to 
operate their businesses, most such owners of net worth are usually dis 
inclined to abdicate completely a role in the supervision of their firms be¬ 
cause the unlimited liability feature means that personal rum for the owner 
could result from mismanagement of the firm In corporations the owners 
of net worth rarely display continuing interest in influencing management 
policy and those who actually administer the firm often own only a small 
number of shares. (It is usually wise for them to own some shares if only 
for the sake of appearances but some administrators own no shares at all ) 

This opportunity for separation of administration from ownership is 
another characteristic of the corporate form that makes that type of or 
garuzation attractive for large business ventures. Through the corporate 
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device those who have talents as administrators can secure positions even 
though they have little personal wealth And the reverse is true those with 
substantial personal wealth can become owners of net worth but take no 
part in administration Often persons of substantial personal wealth can be 
owners of part of the net worth of several firms thereby reducing their 
own risk of a large loss the> could not do this easily if they felt required 
to take a supervisory interest in all the firms in which thev had an ownership 
interest If a person had to be both an administrator and the owner of net 
worth m order to be either both administration and ownership of net worth 
would most likely be done less adequately 

Ownership of shares of net worth (stock certificates) may be 
transferred with no change in administrators and the administrative staff 
mat be changed without change in the ownership of net worth Owners of 
net worth and administrators withdraw from the firm or die and new ones 
come to take their places The firm goes on 1 here may even be simultaneous 
changes of major proportions in the persons who own net worth and who 
administer a firm with very little change in the uperation or policy of the 
corporation 

From the point of view of both the administrators and the owners 
of net worth the separation of the two functions tends to be a good thing 
That this ts so does not necessarily mean that the separation is a good thing 
foe society m general although it has already been noted that the corporate 
form allows for specialization in the functions of administration and owner 
ship of net worth with the likelihood that both jobs will be better done 
Over the last few decades, however, there has been increasing criticism of 
the growing divorce of ownership from control seemingly inherent in the 
corporate form Commentators have argued that the tendency will lead 
(or has led) to a less dynamic type of business administration, the argument 
is that owner managers are inclined to be more daring and enterprising 
since their central motive iv to maximize profits while hired administrators 
arc inclined toward conservatism and caution since their central motive is to 
maintain their own positions Management, it has been argued, is usually 
reluctant to try anything that might fail or bring criticism It has also been 
prophesied that the overcautious conservatism of hired administrators will 
spread to the nation as a whole, as a growing ‘'managerial class’ assumes 
power in labor unions and in government as well as in business 

The present discussion ts more concerned however with the forms 
of business organization than with their social implications It is to be 
stressed that the one iej feature that makes the corporate form seem ad 
vantageous to owners of net worth is the legal separation of the assets and 
liabilities of the corporation from the assets and liabilities of the owners of 
net worth From this feature follow the others the limited personal 
liability of the owners for the obligations of the firm, the opportunity for 
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worth into two primary parts one representing the net worth at the time 
the firm was begun labeled something like original capital and another 
representing the portion of profits not paid out in money to the owners of 
net worth but left instead with the firm labeled surplus or retained earn 
mgs 

The net worth of corporations is divided into shares Net worth 
of $50 000 as shown in the simple balance sheet above, might be divided 
into 1000 shares each with a nominal (or face") value of $10 for a total 
nominal value of $10000 This $10 000 would be reported as the capital 
stock ’ account and the remaining $40 000 would be listed as * surplus ” The 
total nominal value of $10 000 may represent the net worth at the time the 
corporation was formed and the $40 000 surplus may result from undis 
tributed profits But perplexing as it may at first seem corporations often 
show a stated value (often a large one) for “surplus” on the first day they 
are organized before any retained eamings could have been accumulated 
In such cases the onginal stockholders have paid more than the face or 
nominal value of the stock certificates for their shares, shares of stock that 
onginaU} sell for much more often carry nominal value of $1 or $10 
merely to satisfy a requirement that some face value be shown In such 
cases only the nominal value of outstanding shares is reported as “capital 
stock " The remaining ‘ surplus" will include both the premium over face 
value paid by the original shareholders and the earnings retained since 
organization, the two are often shown in separate accounts, the first 
called paid in surplus and the second called earned surplus 

Two often confusing points deserve particular emphasis The first 
is that the “surplus” account is a part of “net worth," and not of "assets " 
Surplus is not cash buildings machineiy, inventory, or any other asset You 
cannot ask an administrator to “show me your surplus " Surplus is but a 
way of reporting an arrangement that permits the firm to hold assets, the 
assets that are the counterpart of the surplus account remain unspecified 

The second point is that the way to determine the "book value” of a 
share of net worth is to divide the total net worth by the number of shares 
‘ Book value” means the value of a share of net worth according to the 
firm s books, that is, its records Where shares of net worth are actively 
traded on stock exchanges, the selling price may diverge considerably from 
the book value Even if the value of the assets is stated correctly on the 
firm’s balance sheet, the holder of a share may not be able to find anyone 
w/k? ww Id pay Arm as much as the book value for fiis share Or, because 
the firm's future potential is highly regarded, a shareholder may be able 
to sell for substantially more than the book value A share of net worth 
does not represent an obligation of the firm, the firm cannot be required by 
a shareholder to take back the share for any amount of money 

The owners of the net worth of any business firm have a threefold 
relationship to the firm They (1) enable the firm to hold assets of equal 
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value to the value of ret worth, (2) tale the profits and losses of the firm, 
and (3) select the administrators of the firm In a corporation the owners 
of net worth mar divide these functions or bear them in varying degrees. 
There are different types of shares of net worth and the owner of each 
type mar bear a different type of relationship to the firm The owners 
of common stock' represent the shareholders to whom the preceding 
descriptions apply most completely the owner of common stock enables 
the firm to hold assets, he shares m all the firm’s losses but sometimes in 
none or only in part of Us profits, and he shares in the selection of ad 
mimstrators The owners of preferred stock’ ha\e a somewhat different 
type of relationship with the firm, they are pven first claim to dividends, 
up to a certain predetermined maximum dividend value, they are also pirn 
first claim to the assets if the corporation is dissolved, but they usually 
cannot share m the selection of admin «trators. 

The administrators of a firm that has potential for expansion and 
which could make good use of additional assets may, with the authority of 
the owners of net worth issue new stock certificates to expand the y alue of 
net worth In such a case the nominal value of the shares sold would be 
added to the capital stock ' figure in the firm’s records and whatever else 
the new shareholder had to pay for the stock would be recorded as ‘ surplus." 

There are several reasons however why the administrators or 
owners of a firm might want to expand the firm’s assets without issuing 
nevy stock certificates and expanding the value of net worth They may not 
wish to share future profits with any new shareholders and they themselves 
may not wish to buy the nevy shares Often carrying more weight than 
profits is the unwillingness of owners of net worth to share the power 
of ownership—the right to chose administrators—with any new share¬ 
holders 

Under these circumstances the firm wall not issue additional shares 
of net worth, but wall issue instead other kinds of financial instruments. 
There usually are people who are both able and walling to make it possible 
for the firm to hold assets (they have some wealth and wash to employ it 
in a manner that wall bring them income), but are not willing to share in 
the nsk of loss involved in owning net worth (they want their rate of pay 
determined in ad\ ance) and are not interested in participating in the selec¬ 
tion of administrators They are quite satisfied vvath the promise of pajanent 
of a fixed sum periodically (as ‘interest,*’ not as ‘dividends' ), and the 
promise of the return of whatever was onpnally paid for the instrument 
(vhc * pavTidpai swvti” ) to tas&i at the expiTatron of a specified period 

The firm will issue financial instruments in the form of promises or 
IOU’s which are ‘ liabilities” of the firm The people who buy them hold 
the instruments, and the firm is able to hold assets Such a firm now holds 
assets by virtue both of its net worth and its liabilities If your firm were 
now to expand its assets from a v alue of <50 000 to a v alue of $100 000 bv 
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issuing $50 000 worth of promises its summary balance sheet would now 
disclose 


YOUR FIRM 


Assets 

Liabilities 

S10OOOO 

$50 000 


Net Worth 


$50 000 


Promises may be called bonds (or debentures), if they will not 
expire and the principal sum will not be due for a fairly long period of 
time usually five years or more, or they may be called notes if for shorter 
period of time Usually bonds will be issued when the firm wants to hold 
assets that are expected to last a fairly long time—new machinery buildings 
and the like notes will ordinarily be issued to allow the firm to hold assets 
in the form of so-called working capital—-inventory, cash, and the like 

Just as net worth may be divided into shares a promise may be 
divided into parts Bonds are usually issued in round numbers typically 
$1000, ot sometimes m multiples of $1000 Thus a million dollaT promise 
may be split up into one thousand $1000 bonds The firm may agree to pay 
$40 a year to the holder of each $1000 bond—4 percent of the face value— 
and to pay the principal sum ($1000) in money twenty years after the 
bonds were first issued A million dollar promise issued in the form of notes 
may take several forms perhaps a single note for $1 million will be issued, 
or two notes, one for $250 000 and one for $750 000 may be issued to two 
different lenders, or any other combination may be employed, with any 
number of lenders 

In summary, the arrangements that permit a firm to hold assets 
are various types of promises and net worth Or, put another way, people 
make it possible for business firms to hold assets by holding the promises or 
net worth of the firms With various types of preferences and limitations, 
shares of net worth can become very much like promises, and promises can 
be given features that make them very similar to shares of net worth 

The major categories on the balance sheet of jour firm would then 
be these 


YOUR FIRM 


Assets 

Liabilities 

Money 

Other financial 

Promises (bonds and/or notes) 

Assets 


Inventory 

Net Worth 

Equipment 

Capital Stock 

Buildings 

Surplus 
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The two sides of the balance sheet must always be equal because the 
figure for net worth is reached by subtracting the value of the liabilities 
from the value of the assets 

Other items that might complicate the record should be mentioned 
briefly Included among the assets might be some that are more of a short 
term variety such as the unpaid bills of customers ("accounts receivable”), 
conversely liabilities might include similar short term obligations of your 
firm ( salary payable" ‘accounts payable”) Also complicating is the 
question of the proper value to state for assets such as buildings or ma 
chinery Obviously, these assets do decline in value as the years go by, but 
it is difficult to determine by just how much The problem of declining 
value of physical assets gives rise to the problem of correctly depreciating 
or reducing the Stated value of the assets in a firm's records There are 
many other problems of accounting that cannot concern us here, not because 
they are unimportant but because the major job at hand is an exploration 
of the principles of economics 

But jou have not seen the last of the production group, nor of its 
balance sheet 
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A FIRST LOOK AT 
MACROECONOMIC RELATIONSHIPS 


tn one sense persons provide services to production groups But in a larger 
sense persons provide services to the entire economy In one sense, persons 
are paid for their services by the production group to which they provide 
services But in a larger sense, the benefits they receive in exchange for their 
services are provided by the entire economy 

The relationship of an owner or an employee to his production group 
is a little more complex, then, than appears at first examination In common 
language, jou will say, “I work for the General Electric Company," or “I 
work for the City ’’ But for whom are }ou really working’ Legally, your 
ultimate superiors usually are those who own the business firm for which 
you work, but often these owners themselves have little control over the 
policies of their firm and hold some legal evidence of ownership merely in 
order to earn ownership income, with no thought of control You might 
say that you work for management, but whom does management work for’ 
If you are employed by a government agency, arc your employers “the 
people”’ If so, how much direct control have these "employers” over your 
services’ 

You might say that you are working for those who use, say. General 
Electric products, or as a aty employee you work for the residents of the 
City Indeed, it is for these people that you create product But these are 
not necessarily the same people who create product for you, so even this 
answer is not fully satisfactory 

If you were the only one involved in the creation of a particular 
product (with no other members in your production group, and no other 
stages in the production process), and if you traded that product for some- 
thing produced by just one other person, whose only customer was your- 
63 
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self then jou would obviously be working for each other But if you pro 
side services that help produce a wide variety of products purchased by a 
great number of people in many parts of the world and if in exchange jou 
tike products produced all over the world bj great numbers of people who 
often do not take any of the product jou create whom you work for is 
unclear 

All you can say clearly and without qualification is that jour pro 
vision of services ent ties you to formal cla ms on products and that those 
formal claims (usually money) pass to jou through the hands of the pro 
duction group by which you are employed 

The Creation of Claims 

In economic activity people create product for one another every 
one works for everjone If jou inquire what product people can take in 
exchange for their services there are two answers 

1 When all people are cons dered together they can take whatever 
product they create Everyone s income is the same as everyone s product 
When all people arc considered together when a product is created it is 
pad for If the people can create a product they can pay for it If they 
have already Created product they have already pa d for it 

2 Hence when all people are considered together they can take 
whatever they produce We would be most unhappj however if the same 
answer applied to individuals as applies to people in collectivity Launderers 
cannot 1 ve on clean clothes alone nor can teachers live on learning a baker 
might be able to live on bread alone but most bakers do not want to A 
good many people in fact do not take any of the product they themselves 
create 

Instead the economy relies on the process of trade to allow you to 
take product created by others up to a value equal to the value of the 
product jou yourself have created You can take as much product as you 
create This rule requires that all product be measurable in common terms 
so that it is possible to say on the basis of your contribution to the creation 
of a product how much food clothing hous ng med cal and educat onal 
services and entertainment you are entitled to The need for money as a 
standard of value is obvious in an economy that relies on complex multi 
lateral trade In the United States the principle may be rephrased You 
eat firibr as> many a'ouarr foertft of p r u n’ocf as yucr crevrftr YlYe rni'e is IV 
each according to his contribution 

This is not just a capitalistic rule Despite the Marxist maxim of to 
each according to his need the actual practice in all Socialistic and Com 
mumstic countries is to ass gn money values to the contribution of each 
individual and pay him accordingly and to assign money values to the 
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products made available for purchase In this respect the systems differ 
mainly in how the values are assigned Both American capitalism and 
Soviet communism follow the rule to each according to his contribution 
If a production group creates $100 000 worth of product the 
members of that group as providers of labor and ownership services are 
entitled to $100 000 worth of product If owners and employees have 
created $100000 worth of product thev have provided $100 000 worth 
of services As a group the providers of services have a claim to $100 000 
worth of product 

The next question is how the pie is cut—that is how the claims are 
allocated among the owners and workers As described in the previous 
chapter most claims are allocated in advance the owners of net worth are 
then left with the residual profit or loss For the time being the form taken 
by these claims is not important What is important is that the full $100 000 
worth of claims is allocated to those who provide services 

This mav be a troublesome point Sometimes students ask How 
can the entire >100 000 be allocated to the providers of services’ If every 
thing die firm gets when it sells the product is paid to die providers of 
services how can the firm ever make a profit’ 

The answer of course is that there usually are profits but the 
profits belong to the owners of net worth and not to the firm Profits are 
fart of the pay to those who provide services In fact without profits (or 
some other residual share) some other device would have to be used to 
bring the value of the claims allocated into equality with the value of the 
product 


Value of the Product 

It is obviously wrong to conclude that a firm that sells $100 000 
worth of product has necessarily created $100 000 worth of product Most 
production groups including the very largest of corporate giants and the 
tiny one-man firms perform only one or a few tjpes of operations such as 
assemblj transport storage or retail sales A retailer for instance usually 
does not alter the product he takes from suppliers but adds value to it by 
getting it to the public. The supplier adds value to the product by stonng 
it until needed and by distributing it among retailers The manufacturer 
or manufacturers (there are usually more than one in the process of pro 
ducing a final product such as a car) add value to the raw materials. And 
the miner farmer, lumber firm and the like also add ' alue to the original 
raw material by growing it or extracting it from the earth 

Only the value added by the production group can be considered 
to be the product created by the production group Or, putting the same 
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thing in different words, the members of a production group are only en 
titled to claims equal in value to the difference between the value of the 
finished product of that group and the value of ingredients purchased from 
other groups 

The value of the product of a firm, then, is equal to the firm's 
* value added ” If the firm sells its product for $200 000 but buys $125,000 
worth of product as ingredients, supplies, and so on, from other firms, the 
“value added is $75,000 In that case, $75,000 worth of claims are allo¬ 
cated to those who provide ownership and labor services 

For any final product, its price is the sum of the value added by all 
the groups making a contribution to its production Take a garbage can 
that is sold to the final buyer for $5 00 At the first stage, the firm that 
extracts the iron ore receives $1 00, but part of this is paid to other pro¬ 
duction groups, such as the gas and electricity company, who also then add 
some value to the product At the next stage, the steel company receives 
$1 00, but its "value added” is somewhat less because it in turn buys 
products from utilities, advertising agencies Jaw firms, and the Jike, aJJ of 
which add value to the garbage can At the next stage, the fabricator gets 
his dollar but he also pays part of it out to suppliers, such as insurance 
companies office furniture producers, and the like The “jobber” or sup¬ 
plier addes value to the product, and sells it to the retailer for $4 00, but 
the supplier also buys products from the same kinds of firms that sold to 
the first three firms The retailer finally sells the product for $5 00, but his 
value added, too, is less than $1 00, because of the ancillary products bought 
from firms other than the supplier Ultimately, dozens perhaps hundreds 
of firms add value to the product along the way In each of these firms 
there has been a product created, and in each of them claims are allocated 
equal in value to the value added 

The total amount of claims created in the long production process 
is the sum of the claims allocated by each production group involved, and 
this total is the same as the value of the final product (garbage cans in the 
above) which is also equal to the sum of the value added by all production 
groups Claims allocated by an individual production group are equal in 
value to the product of that group, and the total claims allocated by all 
groups in any period of time equals the value of the total product of those 
groups 

The creation of claims is the same as income as that word is ordi 
nanly understood Thus, whether you look at it from the point of view of 
the value of final products as sold by the final firm, or from the point of 
view of the value added” by all production groups involved, you get the 
same answer The total product created and the total income going to 
people as a consequence of their contribution to production are equal For 
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individuals, income earned and product created are equal in value. In the 
aggregate, income and product are not only equal, they are two sides to 
precisely the same transaction 

How Product is Taken 

Your contribution to the process of creating product gnes you a 
claim to product of equal value. You can take as much product as you 
create through your services But the people as individuals do not take as 
much product as they produce For one thing, part of the product is taken 
collectively through government, and to the extent that it is, that much 
product cannot be taken individually. For another thing, part of the 
product is added each year to the assets of production groups Business 
firms and other groups add to their productive facilities and to thetr in¬ 
ventories, and that much product cannot be taken by the people, although 
it is created by the people. 

Are these really exceptions to the rule* The answer can only come 
with a detailed examination of how claims are created, how product is 
taken. 

Four main categories arise. Product can be taken individually, by 
households, for the use of the household. It can become an addition to the 
productive facilities and inventories of private production groups Product 
can be taken by the people collectively, through government units. Or it can 
be taken by the rest of the world. 

/ PRODUCT TAKEN INDIVIDUALLY 

For the time being, make an assumption that will simplify the 
analysts. Assume that all product will be taken by the people individually— 
that there is no product taken collectively through government, and no 
product kept by the private business sector. Later in this chapter, this 
simplifying assumption will be dropped Throughout this chapter, relations 
with the rest of the world will be ignored. It will be assumed that alt 
product taken domestically is produced domestically, and vice versa. 

First, the people provide services to a production group, which 
we will assume is a privately owned organization called Firm X, and 
create product worth $10,000. (There is no way of knowing with certainty 
what the value of the product actually is until it is sold; but assume that 
that difficulty does not exist for you. The administrators, other employees, 
and owners do not know what the product is worth; but you, as an on¬ 
looker, do.) 

The moment the product is produced, claims against the firm 
amounting to $10,000 arise. Some of these claims are assigned at predeter- 
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mined rates such as interest on a bond (ownership service) or wages of 
emplojees The administrators will not know the share of the owners of 
net worth until later But you know for sure that the total claims alio 
cated will be equal to $10 000 

The firm now holds the completed product an asset worth *$10 000 
And it has claims against it a liability amounting to $10 000 It will be 
convenient to show these amounts in a T account similar to the balance 
sheet of Chapter 3 whose name derives from the fact that the first step in 
making one up is to draw an elongated T The T account will not show 
all the assets liabilities and net worth of a firm it will only show the new 
amounts such as a new asset and a new liability On the left side corres 
ponding to assets on the balance sheet will be shown what the firm 
owns —holds in its own name On the right side corresponding to liabili 
t es and net worth on the balance sheet will be shown the claims against 
the firm claims held (owned) by others—in th s case by the people as 
providers of services 

Since Firm X now holds $10 000 worth of product and has $10 000 
in claims against it we have 

FIRM \ 

Product held $10 000 ClaimTallocateiUo 
the people for 
services $10 000 

0 ) 


And at the same time we will have 

THE PEOPLE 

Claims against 

Firm X $10 000| (2) 

Note that uni ke a firm the people do not have to account for 
what they hold—there is nothing on the right s de of the T account This 
fact follows from a principle stated earlier The reason that firms must 
have liabilities and net worth equal to the value of assets is that only people 
and not firms earn income by Creating product so that only by making 
arrangements with people (selling stocks and bonds and the like) can firms 
own anything But the people do not have to make such arrangements they 
own things by virtue of the performance of services In T account (2) 
above the people own claims against Firm X by virtue of creating $10000 
worth of product 

At first the claims held by the people will be claims only against 
Firm X—essentially claims to the product held by Firm X These claims 
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will take the form of recorded obligations of the firm such as salary pay 
able interest pa) able and so on 

But while the people hue claims to the product held b) Firm X 
ordmanl) the) do not want that product If they did Firm X could settle 
the claims by simply passing out the product Instead the people want 
other product produced b) other production groups through the services 
of other people Which means that for the time being they will want 
money Periodically production groups settle such claims against them b) 
paying money to those who have provided sen ices—pa)mg wages week!) 
monthly and so on paving interest perhaps twice a year pa)mg dividends 
quarterly 

At this point paying money has th s s gmficance once they are 
paid monev those yyho have provided services in Firm \ no longer ha\e 
claims yyorth $10 000 against Firm \ They ha\c ‘alO 000 w orth of claims 
against all production groups claims they can use to get product from an) 
production group including of course Firm X 

Money 

Money then should be thought of as a general claim to product 
When )0U hold money you do not haye a claim against a production group 
that is you do not have a right to any particular product nor must )ou 
bu) a particular product You have a claim aga nst all or rather any pro 
duction groups (\ou ha\e alread) seen and should remember that money 
is not the only form a claim can take ) 

The test of whether something )ou hold is money is whether in fact 
it is commonly receiyed by people when product is created and is commonly 
surrendered b) them when product is taken In the United States money 
consists of currency and of bank accounts subject to transfer by check 

Money is a complicated subject Later in this volume it will be 
necessary to take a closer look at where mont) comes from and hoyv im 
portant the amount of money available to an economy is For the present 
mone) enters the d scuss on only because there is usually an intermediate 
step (or senes of steps) betv\ ecn the allocation of claims ansing out of the 
creation of product and the use of those claims in taking product That is 
there are many steps between your performance of a day of work at the 
W» 'nWJri k.-ifiTw -you a-vt trft.-.'iW, to i Terrain tnmmrft ok groceries 

or other product and )our actual receipt of that product The medium 
through which )our immediate claim on product arising out of your days 
work is transformed into )our possession of product is monev which is 
hence referred to as the medium of exchange It is the medium for the 
exchange of a product created for a different product taken 

H)pothetcally there are a number of ways in which economic 
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activity could be earned on without a medium of exchange Firm X could 
simp!) distribute the product it holds to those who have provided services 
If you worked for Firm X your receipt of your share of the product would 
cancel your claim against Firm X Then, if you could find enough people 
willing to take that product, and who were willing to trade for it products 
wanted by you you could carry on economic activity with no money The 
problems inherent m such a ‘barter’ method would be smaller if your 
production group created product that were greatly m demand easily divis¬ 
ible and easily stored without rotting or otherwise declining in value But 
if your production group did nothing but paint bridges, manufacture jet 
airplanes or produce motion pictures you would haie difficulty staying 
alive without money 


Canceling of Claims 

For the moment let us assume that the firm gets the money it reeds 
by just borrowing it from somewhere " Later it will be necessary to spell 
out in detail just where firms get money when they need it. But for the 
time being it is just borrowed 

For Firm X, we now have 

FIRM \ 

Product held $10 000 Promise to pay 

{lender of money $10000 

r <» 

The firm still has to account for its ability to hold product. Its 

promise is a liability, taking tbe place of the people’s claims against the 
firm which were canceled w hen the firm paid them money 

For the people we have 

THE PEOPLE 

Money $10 000 | (4) 

Money a claim against production groups in general, substitutes 
for the original claims against Firm X 

Now the people buy the product from Firm X for £(0000 The 
exact individuals who buy the product will probably not be the same ones 
who provided the services to Firm X But we are interested now in the 
people m aggregate In aggregate, the people get money for producing the 
product and in aggregate, the people use money to get the pjoduct from 
Finn X 

The people give up $10000 in money to Firm X, and in exchange 
get the product If we want to, we may now show for the people 
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TIIF PEOPLE 

Product $10000| (5) 

The product his taken the place of the money Dut once the people 
have the product we are no longer interested in what they hold The 
product once taken by the people disappears from the record We can 
simply record 

THE PEOPLE 

T ( fi > 

which is where the whole process started The people as a whole have 
provided services to Tirm X had claims worth $10 000 allocated to them 
and have used up those claims in taking the product I he people no longer 
have any claims arising out of the creation of that product 
The firm is now in this position 


riRM \ 


Money held 

510 000 Promise to pay 



lender of money $10 000 

(7) 


The firm now pays off its loan using up the money and canceling 
the promise It too is bick where it started 

FIRM \ 

( 8 ) 

In sum the people were allocated claims for providing services and 
creating the product and the people used up the claims by taking the prod 
uct The role of money so far is only to allow the product to be taken by 
persons other than those who actually provided the services and to allow 
those who provided services to Firm X to take some other product 

/ill Firms Together 

Vn ‘Ait tTiVnt txunumy Yrieve as tkA tm'iy Tmn X but miYiions oi 
firms Each one has people providing services to it and in each case claims 
arc allocated that are equal in value to the product produced Tor the 
economy as a whole the value of the product is still equal to the claims 
allocated When the people get money they still—as a group—have claims 
on all the product When they take all the product all the claims arc 
used up 
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Assume that people contribute services to all private production 
groups then, and create product worth $1 million 

From (9) and (10), as well as from what has been said before, it 
is easy to see that at any given time, the claims held by the people will be 
equal in value to ike product held by private production groups 


ALL PRU ATE PRODUCTION GROUPS 

Hold product 51 million Claims held by 

the people 51 million 


(9) 


THE PEOPLE 

Claims against 
all pmate pro¬ 
duction groups $1 million (19) 

As before assume that the production groups obtain money to settle 
these claims But in one sense, the payment of money to the people settles 
nothing Once they have the money the people still have $1 million worth 
of claims against all private production groups. Money does allow the 
people who provided services to a specific production group (such as Firm 
X) to take product from another group, and vice versa 

Note also that the people as a whole have just enough income to 
buy all the product—neither too little nor too much This is always true, 
because the creation of income (allocation of claims) and the creation of 
product are just two sides to the same process and happen simultaneously 
Now suppose the people use the money to buy all the product All 
the claims are canceled and the firms are left with no product 

To summarize how product is taken individually, then The people 
provide services to production groups, and create product They are allo¬ 
cated claims of equal value They surrender the claims to the production 
groups in exchange for the product thus canceling (using up) the claim 
and wiping the product from the record If this process is not clear to you, 
go back and read the section again An understanding of this process is 
essential not only to what follows in the remainder of this chapter, but to all 
the chapters that remain 


Some Complicating Factors 

Economic activity is not really earned on in the oversimplified 
manner that was described above Later in this chapter the assumption that 
only the people as individuals, take product will be dropped But right 
here we can take a couple of steps that will move in the direction of a more 
realistic account 

1 The argument of this section suggests that economic activity 
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takes place in distinct stages or periods In the account just given all 
people go at the same time to production groups and provide services are 
allocated claims and then use the claims to take the product. At the finish 
there are no claims left and business firms hold no product. 

Of course economic activity does not take place in such distinct 
stages It is an endless process There are always new claims being created 
old claims being destroved Business firms do not sell all their product at 
once nor is it all created at once People do not spend all their income at 
the same time Thus business firms always have some product and the 
people always have some claims 

This complication does not affect the argument at all All the pnnci 
pies stated earlier still hold including the two basic propositions that (1) 
the value of the claims allocated is always equal to the value of the product 
created that is that there is always enough income to buy all the product 
and (2) the amount of claims held by the people is always equal to the 
value of the product still held by business 

2 The second qualification involves the question of firms whose 
product is intangible and cannot be held by the firm Earlier it was said 
that people provide services to create product and that the firm holds the 
product and the people hold claims against the firm See for instance 
T accounts (1) and (2) But suppose the product is a bus nde a piano 
concert or a medical examination* These are products the firm cannot 
•hold 

These cases of intangible products complicate things but they do 
not change the basic principles There are a number of ways such transac 
tions could be earned out Here is one of them 

The firm sells the product for money at the same time the product 
is created but pays the employees and owners in money at a later time For 
instance the bus company collects fares when the bus nde is given but 
pays its employees weekly and its owners quarterly Since the product is 
taken at the same moment it is created we cannot show a T account show 
ing the firm holding a product. Instead the record shows 

BUS COMPANY 

Money received as I Claims held by 

fares today 510 OOOjproviders of 

services 510 000 

I (11) 

The bus company must still account for* its ability to hold assets—in this 
case money Those who provided services have claims against the firm— 
claims that will be settled when the money is paid to them 

The people have already taken the product however so the people 
as a whale should hold no more claims against production groups than 
before. And that is precisely what we find 
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THE PEOPLE 

Claims against 
bus company +510 000 

Money paid as 
fares to bus 

company —510 000 

Net change in 
claims held by 

the people 0 (12) 

The people hold no more claims than before, and businesses hold no 
more product than before So the claims held by the people are still equal 
to the product held by business firms And it is still true that income—the 
total claims created during the period—is equal to the total product created 

II PRODUCT KEPT BY PRODUCTION GROUPS 

Still ignoring government and the rest of the world, let us account 
for the product kept by the business sector When the expression ‘ kept by 
business firms” is used it does not mean necessarily that steel is kept by 
steel companies or eggs by poultry farmers Product may be sold between 
firms but still kept by the business sector as a whole 

Business firms hold product of two general types 

1 They hold inventories —stocks of finished products they have pro 
duced, and stocks of ingredients and supplies to be used up in the production 
process 

2 They hold productive facilities —buildings land, machinery, hand 
tools which are used in the production process 

When a firm increases its holding of product, it is said (in the 
language of macroeconomics) to be investing For the economy as a whole, 
investment is the value of the product produced and kept by business firms 
over a period of time, such as a year 

Let us return to Firm X Suppose, again that the people provide 
Firm X with services and produce product worth $10 000 As before Firm 
X borrows $10 000 of money with which to pay the people We may repeat 
T accounts (3) and (4) 


FIRM X 
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But now suppose the firm wishes to keep $1000 worth of product 
as inventor) and only offers $9000 worth for sale The people buy $9000 
worth of product, and the firm uses the money received to pay off part of 
its debt We have 

FIRM X _ 

Product held 51 (JOOlPtomise to pay 

lender 000 

| (15) 

The firm still accounts for its holdings of an asset by means of a 

liability of equal value 

For the people we now have 

THE PEOPLE 

Money held $1 000| (16) 


Once again it may be repeated that the claims held by the people 
(now $1000 in money) are equal to the value of the product held by 
private production groups 

But what about that money ? Can the people spend it’ The answer 
may be that they do not want to People as a whole do not spend all of 
their income Some of it is sated The fart that people wish to save makes 
it possible for firms to hold product It is equally important but less obvi 
ous, that firms’ desires to hold product makes it possible for people to save 
The people could just hold savings in the form of money In that 
case, this part of the discussion would be finished At this stage however, it 
will be assumed that the people may hold savings only in the form of stocks 
(shares of net worth) and bonds (long term promises to pay) 

Firm X, then, sells $1000 worth of stocks and bonds to the people 
—let us say $500 in stocks, $500 in bonds When the people give up money 
and get stocks and bonds they still have claims but the claims now take the 
form of stocks and bonds, not of money The business firm uses the $1000 of 
money to pay off its $1000 promise We conclude with the following record 


FIRM X 


New Assets 


|A«v Liabilities 


Product 

51 000 

Bonds 

5500 



New Net Worth 





5500 


Stock, and bonds 
of Firm X 


51 000 


(18) 
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If Firm X had wanted to increase its holdings of productive facih 
ties rather than inventory of its own product it probably would have to 
buy product from some Other firm There are a number of ways it could 
have done this One way would be to sell all of its product but use $1000 
of the money to buy product from another firm The result as you can 
prove to yourself by drawing the appropriate T accounts would have been 
just the same It does not matter whether Firm X keeps product it pro¬ 
duced or buys product from another firm 

T accounts (17) and (18) show once again that the claims held by 
the people must be equal to the value of the product held by business firms 
But we may now state this rule in different words Over any period of 
time investment (product kept by business firms) will equal latingt (in 
come of the people not used for buying product) 

You have seen that total product over any period of time will equal 
total income over the same period of t me because the two are created 
simultaneously Similarly product not taken by the people (imestment) 
must equal income not spent by the people ( tarings ) 


All Firms Together 

These equalities are better shown by considering all firms together 
rather than just our single Firm X The people provide services to the 
firms creating product worth (as before) $1 million Repeating from 
T accounts (9) and (10) we have 


ALLPRIlATE PRODUCTION GROUPS 
Hold product $1 millionjclaims held by 

the people $1 million 

THE PEOPLE 
Hold claims against 
all private pro- 
duction groups $1 million 


(19) 


( 20 ) 


But now instead of the people taking all the product assume that 
they wish to sav e $100 000—that is they want to acquire and hold $100 000 
worth of financial instruments Assume also that business firms wish to 
keep $100 000 worth of product We have 

ALL PRIVATE PRODUCTION GROUPS 
Keep product $100 000 Claims still held 

by the people $100 000 

(21) 
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THE PEOPLE 
Keep claims against 
all private produc l 

non groups §100 000| (22) 

The claims still held bj the people constitute their new savings and 
may take the form of stocks bonds or other financial instruments The 
product still held by business firms will constitute their investment over the 
period involved and maj take the form of either inventor} or productive 
facilities 


Some Complicating Factors 

Once again it is worth noting that economic activity does not take 
place in distinct stages as the foregoing would suggest but that this does 
not alter the fundamental proposition that during an) time (1) savings are 
identical with investment and (2) income is identical with product 

There arc a number of other factors that must be recognized at this 
point however 

1 Not all of the assets held b) business firms arc product, firms also 
hold financial assets And not all the liabilities and net worth of business 
firms are held b} the people Some business firms also own the liabilities and 
net worth of other business firms 

These complications do not affect the argument, however The) 
represent relations among business firms within the business sector, but do 
not affect the relations of the business sector with the people The business 
firms that own the liabilities and/or net worth of other firms in turn have 
liabilities and net worth owned by others There may be an extremely 
complex network of ownership arrangements But ultimately, the total 
product held by business is equal to the value of claims of all kinds held 
by the people, and every increase in product held by business is matched b) 
an increase in claims held by the people 

2 Some firms use "retained earnings’’ to buy product—"ploughing 
back ’ the profits for instance, to buj new equipment They do not pay the 
owners of net worth m money, but keep the profits and use them for bu}ing 
more assets Once again, this complication really changes nothing When 
there are retained earning!! and the firms’ assets increase., the. stated, value. <if 
net worth increases This increase in the value of net worth is the “pay" 
received by the owners of net worth Their claims against the firm have 
increased m value, though they receive no money The effect is no different 
from what would have happened had the firm paid div idends and then sold 
new shares of net worth to the people for money, using the money thus 
obtained to acquire productive facilities 
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3 There is one serious matter that later will require several chap¬ 
ters of this volume That the people save allows firms to hold product, and 
that firms invest allows the people to hold financial instruments Saving by 
the people and investing by business are two sides to the same process, and 
are therefore equal But that does not mean that the amount the people 
want to save and the amount firms want to invest must be equal If the 
people want to save $100 000 is there any reason why business firms might 
not want to invest $150 000, or only $50,000’ There is no reason why the 
two should want to do the same thing 

No solution to this complication can be offered at this time But two 
things may be noted First, regardless of what the people and business firms 
want to do savings and investment m any penod of time must be equal, 
because they are simply two sides of the same process Second, the divergency 
of what the two sectors want to do may be a source of instability for the 
whole economy 

III PRODUCT TAKEN COLLECTIVELY 

It is time to drop the assumption that all product is taken individ 
ually For the most part, collective product is taken through government 
units in such forms as public education highways, military protection, and 
conservation of natural resources Not all collectively taken product is 
taken through government the Red Cross and chanty-sponsored medical 
research do not come under governmental egis Nor is all government 
product taken collectively postal service and TVA power, for instance, 
arc taken and paid for by individuals and by private production groups 
These minor exceptions will be ignored, and it will be assumed that col 
lective product and government product are coterminous 

There are two general reasons why some product is usually taken 
collectively 

1 There are products that everyone uses, or can use, regardless of 
who pays for them For instance, if you, as an individual, want to keep 
disease beanng mosquitoes away from your home, you would have to spray 
DDT or some other insect poison all around your neighborhood You 
could not keep your neighbors from enjoying the benefits of this product, 
even though you alone have paid for it. The same is true ol defense pro- 
tection, most pares and 'ntgnways, water conservation, and many ofher 
products To require individual purchase of such products could be unfair 
At the same time, if these products are purchased collectively, each 
member of the community gets more benefit for his money than he could 
have gotten if he had purchased the product individually If you pay taxes 
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FIRM .1 


Produa held 

$10 000 Promise to pay 


(lender $)QWO 


THE PEOPLE 

Money 

$10000| 


(25) 

( 21 ) 


In order to buy the product from Firm A the £0' eminent taxes the 
<10 000 awar from the people. The people oetiWr 'nil par the taxes 
including but not Iimtted to those who prodded services to Firm \ The 
government pars the moner to Firm X taking the product for collective 
use so that the product now disappears from the record The firm uses the 
moner as before to par off the lender Just as ui T accounts (6) and (8) 
much earlier the concluding record shows 


FIRM \ 

| P’> 

THE PEOPLE 

| (=0 


The outcome of the process is the same as for individually taken 
product. It is important to note this because there is a widespread but 
mistaken view that when product is taken collectselv no income is created 
When budgets are balanced the value of claims taxed awar is equal to the 
claims created in production of the collemvrlr taken pn’ducL 


Deficit Budgets 

Return again to T accounts (23) and (24) The people hate pro¬ 
vided services and ha\e been paid in monev Firm \ still holds the product, 
br virtue of its promise to par the lender of moner Now once again the 
got ernment prepares to take the product. But this time the government 
decides no t to tax awar the $10 000 in claims created when the product was 
created It will not collect any taxes for the purpose of buying the product. 
There will be a defiat of $10 000 

When government units has e budget defiats they must borrow in 
order to obtain money to pay for product. Having dcoded to hate a defiat 
of $10000 the got ernment pnnts bonds and sells them to the public for 
$10000 using the money to bur the product from Firm -\ kk e now have 
to record for die gotemment 
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THE GOi ERS 1IE\ T 

Bond> issued 5I0 000 

(27) 

The fact that the government» T account does, not balance (there 
is nothing on the left side) underlines an important principle For a bu*i 
rtess firm the left side and die nght side must balance because a business 
firm has to mate financial arrangements in order to hold anything in its 
own name The government does not have to mate any arangements of this 
sort if it wants product, it can tlX- When the government does issue lia 
bihttes. such as bonds it does so simply because it has a deficit. Nothing is 
shown on the left side because the product is assumed to be used up when 
it is taken like individually taken product, it disappears from the record 

When the firm gets money in exchange for product it pays off its 
debt Just as before the hrm is left with 

FIRM 1 

1 (28) 

But the peoples record is rot blank They hold government bonds 
despite the fact that business firms hold no product and despite the fact 
tha* the product taken collectively has disappeared from the record. 

THE PEOPLE 

Hold government I 

bonds ?10000[ (29) 

It is clearly necessary to amend the rule stated earlier Now the 
claims held by the people will be equal to the product kept by business firms 
plus the accumulated deficits of government units 

The other rule still stands Total product and total income are the 
same regardless of what kind of budget appears in government units. 

Surplus Budgets 

Suppose tha* the budget defiat just discussed occurred last year and 
the people still hold the $IQ QQQ ta gavemmecA heeds This year the- 
government plans to have a surplus of $5000 in its budget, meaning that 
taxes will exce-d expenditures by $5000 "When government units have 
surplus budg-ts they buy back ard cancel government bonds issued at an 
earlie- time. 

So the government imposes taxes of $5000 and uses the money to 
pay tie people who held the govemmen* bends The $'000 worth of govern 



5 

SAVING, INVESTMENT, 
AND CAPITAL 


One ordinarily thinks of saving, investment, and capital in financial terms 
He thinks of “saving" as “not spending money” When he ‘invests’’ his 
savings, he purchases some income earning asset—usually a financial instru 
ment of some kind—a savings account, a stock certificate or a government 
bond And he thinks of his “capital” as hts accumulation of these instru¬ 
ments 

The economist would agree with the individual’s usage of these 
words But the individual might be surprised to learn from an economist 
that when one person such as himself saves and increases his financial capital 
by investing, the people as a whole may not be saving (or investing), and 
may not be increasing their capital He may also be surprised to learn that 
the economist often finds it useful to talk about saving investment, and 
capital without concerning himself at all with money and other financial 
instruments, focusing his entire attention on services and product 

This chapter will discuss the uses made by economists of the terms 
“saving,” “investment,” and “capital" These are terms that often plague 
the beginning student, because he is used to thinking of these concepts as 
the usual individual thinks of them—in individual, financial terms There 
is nothing w rong, it must be repeated, with thinking in these terms—at the 
proper time, and for the proper purposes You must, however, change jour 
thinking somewhat when you consider saving by the people at a whole, in 
vestment for the entire economy, or the accumulation of capital by an entire 
society And you must also change your viewpoints when you consider 
“real” saving, investment, and capital, that is, saving, investment, and 
capital from the point of view of services and product rather than of finance 
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I AN ECONOMY WITH NO GOVERNMENT 

Since the activities of government units tend to add some com- 
plootr to the relationships involved vrc may postpone the introduction of 
the influence of government for a moment, and asume that all sgntficant 
economic actmtv is earned on in the pnvate sector Weuiav also ignore, for 
the moment, economic relations with the rest of the world 

Recall the relationships described in Chapter 4 In the initial penod 
individuals provide services and create product through pm ate production 
groups. The groups hold the product as inventory and the individuals are 
allocated rlumy equal in value to the product created Then the people 
take some of die product—but not all—surrendering part of their claims. 
Those claims are destrored and an equal valued amount of product is 
wiped from the record since it is assumed to be consumed 

The product left with business firms is of two tvpes buildings 
machines tools and other ‘productive facilities”, and ingredients, pardv 
finished product, finished product, and other * inventorv” In order to hold 
product business firms hav e to issue financial instruments, that is, promises 
or shares of net worth, for the people to hold 1 

“ Rear' Sating, Investment, and Capital 

When sanng-mv estment relationships are examined on a ‘ real" 
level, as opposed to a financial level, saving and investment are not merelv 
equal thrv are identical. Two different words are being used for the same 
phenomenon. 

For the individual real saving would be the product he creates, but 
does not use up himself On a primitive level, the best example would in 
volve a self-suSaent farmer one who consumed onlv what he himself 
produced 2nd who ofiered no product for sale. Each vear such a farmer 
would not consume his entire harvest. He would sate some for feed for his 
livestock, ot for seed for the next vears crop Such unconsumed product 
would be real strings Note that the word “save” suggests that something is 
prevented from happening vou must save something from something \ 
farmer might save some of his crop from consumption 

Saving refers, then, to keepng product from being consumed, what 
vou hav e saved is vour so—mgs 

We need not confine our view to a sdf-su5arrt farmer to define 
real saving on an individual level. To die extent that an individual creates 

1 These promise* and share* cf net worth mar come into lie acroaJ po*se*~ 
non of indmdoals, in which case u mar be said that they are held br the people 
“directly” haler chapter* win show that these io «u un i ecu mar also be held "in' 
directly” by lie people, when the umroments are owned by financial intermediaries 
*nch a« baths, and when the people bold accounts at financial itcrmediane*. 
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product but does not take product of equal value he is saving By not con 
suming at much product as he has created the individual has saved some 
product from his consumption 

When we shift to the aggregate point of view which is our major 
concern real saving does not change its meaning Of the total output of 
product by the economy over any period of time some is taken for consump 
tion and some is saved from consumption A factory building may not have 
been built for consumption purposes so it may seem unrealistic to say that 
it has been saved but nevertheless it is useful to regard it as product that 
was saved from consumption In this sense the entire product of the 
economy is either consumption goods (product taken by individuals) or real 
savings (product not taken by ind viduals) 

It will readily be seen that real savings and investment are identical In 
the hypothetical no-government economv the people took part of the prod 
uct they had created The rest was left with bus ness firms This left-over 
product constitutes real savings—product created but not taken for con 
sumption purposes by the people This left-over product also constitutes 
real investment 

W hen a single household or business firm invests it acquires some 
kind of asset which will provide income On a financial level investment 
involves the acquisition of financial instruments on a real level it must 
involve the acquisition of some type of product—machines buildings tools 
or inventories and other working capita! But when a household or busi 
ness firm acquires investment goods— real capital —these goods might be 
acquired from someone else a business firm may invest by buying a second 
hand machine or an old building Hence investment by one individual or 
firm does not necessarily mean investment for the whole economy 

When we wish to measure real investment for the economy as a 
whole the acquisition of a second hand investment good by one person or 
firm is offset by the sale of the same good by someone else Hence total 
investment for the economy as a whole consists only of new production and 
accumulation of investment goods—newly produced productive facilities 
and additions to inventories All transfers of existing capital assets are 
netted out in adding to reach a figure for total real savings or investment 

Total real saving then—product created but not taken by the 
people and hence left with business firms—is the same as total real invest 
ment—-new productive facilities and additions to wyenfoxies Jmest is 
used to indicate what was done with what was saved An individual on a 
financial level sates part of his income and invests in specific financial in 
struments On a real level the economy as a w hole saves part of its annual 
output of product from consumption and invests it m specific productive 
facilities just as the self-sufficient farmer saves part of his crop from con 
sumption and invests it in livestock feed or in seed 
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The Sating of Semces 

Real savings has been described as that part of total product that is 
not taken for consumption puiposes but that instead is taken (or kept) by 
private production groups and held in the names of the groups It does no 
violence to the concept of real sav mgs to view it another way 

An economy «uch as modern America s has a tremendous capacity 
to produce but it is not an infinite capacity There is some limit to anv 
country s ability to create product a limit set b\ the quantity of services 
available by the methods of production currently used and by social and 
institutional factors that might for instance limit the hours of work or 
proscribe mo«t kinds of labor by children Over a period of time the quan 
titv of services may increase the methods of production mar change and 
even social and institutional factors change, sometimes reducing the amount 
of hours worked and otherwise reducing the capacity to produce and at 
other times (as during wars and other emergencies) allowing more produc¬ 
tion A et the idea that there is some top capacity for an economy is a useful 
one even though the upper limit is not a prease one 

How an economy uses its limited abilitv to produce is an important 
question in economics. This topic cannot be treated in detail at this point, 
for it Constitutes the major part of the study of microeconomics But it can 
be noted that any part of the total capaatj to produce that is used to aug 
ment the supply of capital goods—productive facilities and inventories—may 
be said to be sa-ed —saved from production of consumer product. 

Hence we may consider real savings to be a concept concerned with 
the use of productive services. If labor and ownership services are used to 
produce tractors instead of private automobiles these services are being 
saved from production of automobiles and indeed are being saved from the 
production of any possible consumer good \Yhenev er sen ices are used for 
production of productive facilities or additions to inventories the semces 
mav be said to have been saved from production of consumer product. 

It is probably more proper to regard real saving as the saving of 
services from production of consumer product than to regard it as the saving 
of product from consumption since once a factor} is built a machine is 
produced or a tool is manufactured the decision to save has already been 
made. The people cannot take these cap tal goods for consumption purposes. 
The decision to sav e involv es a decision on how sen ices are to be employed. 

From this point of view the concept of real saving investment and 
capital mav be summarized as follows 

1 Productive semces are sated from creation of consumer product 
and are invested in the creation of capital The distinction among the three 
concepts mav best be indicated by defining saving as preventing something 
from being used up investing as what you do with what you have saved 
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At first, the claim may only be an amount recorded on the firm's 
ledgers It nevertheless involves a financial relationship of debtor-creditor, 
the individual has a claim against his production group Later this specific 
claim may be settled by pa)ment of money, which constitutes a general 
claim to product against an} production group Some other claims may not 
be settled with money, for instance, the owner of a share of net worth of a 
corporation mi) receive, instead of a cash dividend, an increase in the book 
value of his share, when the firm retains profits But even in the case of 
undistributed profits, a claim is allocated to the people who provide owner 
ship services 

Since claims are created when product is created, and are destro}ed 
when the product is taken, at any time the amount of claims held by the 
people will be equal in value to the product held by production groups. The 
claims may be considered to be “financial capital,” just as the product held 
by the production groups—productive facilities and inventories—are "real 
capital ” As long as government and the rest of the world are ignored, there 
is an exact correspondence between financial capital and real capital 

Then the people take some of the product, in the process surrender¬ 
ing some of their claims against production groups Since the amount of 
claims surrendered is equal to the value of the product taken, the people 
still hold the same value of claims as the production groups hold in produc 
rive facilities and inventories 

In order to hold some of the product, production groups issue finan¬ 
cial instruments —promises and shares of net worth The people will hold 
part of their claims in the form of these new financial instruments, and part 
in the form of financial instruments issued by financial intermediaries They 
may acquire corporate bonds, shares of net worth checking accounts or cur¬ 
rency savings accounts and the like Still the financial capital of the people 
will correspond exactly with the real capital held by production groups 

When an individual adds to his financial capital, he is saving All 
financial saving involves the acquisition of some financial instrument—either 
a promise or share of net worth originally issued by a production group, or 
account issued by a financial intermediary which in turn reflects indirect 
ownership of promises or shares of net worth B} using his money income to 
acquire financial instruments, or by keeping the money, the individual saves 
his money income from being spent on product, he saves his claims from 
destruction An individual’s financial capital is often referred to as his 
savings 

When an individual dissaves, he reduces his holdings of financial 
instruments, and takes product. He may sell hts financial assets and use the 
money to buy product, or, since his money is also part of his financial capi¬ 
tal,. he may merely spend his financial instruments in order to take some 
product. 
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Total financial saving by the people, then, is equal to the sum of 
new financial instruments issued in the period under consideration When 
ever an individual adds to his financial capital by acquiring an old financial 
instrument (for example, a share of net worth issued in 1954), his new 
financial saving will be matched by another’s dissaving Onlj when new 
financial instruments are issued for the people to hold will the financial 
capital of all the people increase, only then can it be said that there is, in 
the aggregate financial saving 

For the people as a whole to engage in financial saving someone 
must issue financial instruments for the people to hold For the moment, 
disregarding the possibility of such instruments being issued by government 
units or by the rest of the world, we may say that for the people to save, 
businesses must issue financial instruments Financial instruments issued by 
private production groups take two types promises (liabilities) and shares 
of net worth Business firms, we have seen, issue promises and shares of 
net worth in order to hold assets—either financial assets or physical assets 
When we consider businesses in the aggregate we may disregard the acquisi¬ 
tion of financial assets—promises of others, money, and the like—because 
when businesses issue financial instruments in order to acquire other financial 
instruments the total amount of financial instruments that may be held by 
the people is not changed In the aggregate, businesses issue financial instru 
ments in order to hold physical assets—productive facilities and inventories 
Thus, when we ignore the influence of government and of the rest of the 
world, there is an exact correspondence between financial saving and real 
saving, between financial investment and real investment 

Whenever the economy as a whole engages in real saving, whenever 
it uses services to create real capital instead of consumption goods, the peo 
pie will be engaging in financial saving, that is, saving part of their money 
income from being spent on consumption Whenever the economy as a whole 
is engaged in Teal investment, whenever it uses the services that have been 
saved from creating consumer product to create productive facilities and 
inventories the people will be engaged in financial investment, that is, using 
the money income saved from being spent on consumption to acquire newly 
issued financial instruments 

The Problem of Consumer Finance 

Someone may well raise the questions at this point, "Don’t individuals 
themselves issue financial instruments’ Don’t they issue promises when they 
buy a car or a refrigerator on the installment plan’ And when the people 
hold these consumers' promises, directly or indirectly, don't the savings of 
the people as a whole increase’ ’ 

To these three questions the answers are, Yes, Yes, No Yes, many 
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individuals do issue financial instruments Yes people borrow, not only to 
purchase automobiles and appliances but for many other purposes as well 
Some individuals even issue financial instruments (borrow) m order to hold 
other financial instruments (buy stock certificates and the like) But, No 
these transactions do not result in an increase in the savings of the people 
as a whole 

Borrowing by such people must be considered a form of d ssaving— 
taking more product during the period than they created But the people as 
a whole do not borrow from other sectors They may borrow directly from 
each other but further as will be shown in detail in later chapters when 
people borrow from firms (such as banks), the firms acquire assets (the 
people s promises) but at the same time must issue a liability (such as some 
kind of bank account) for the people to hold In all such cases the saving 
(acquisition of an individuals promise or of a bank account) will be 
matched bv dissaving (borrowing) by the issuer of the promise The savings 
of the people as a whole neither increase nor decrease 

Just as borrowing is a form of dissaving on an individual level so 
is repayment of a loan another form of saving Repayment of a personal loan 
implies an individual did not use all of his income for acquiring product, and 
that part of it was sav ed 


II THE INFLUENCE OF GOVERNMENT 

When government and the rest of the world are ignored there is 
an equality among financial and real saving and financial and real invest 
roent. When we consider the influence of government units we will find 
that this equality between the financial and the real ceases to exist. 

Business firms issue financial instruments when they add to their 
holdings of productive facilities and inventories But the occasion for issue 
of financial instruments by government units is entirely different. They 
issue such instruments when they have defiat budgets—when the value of 
product taken collectively by the people is greater than the claims surren 
dered by the people in taxes In other words additional finanaal mstru 
ments will be left with the people whenever the amount returned to the 
government in taxes is less than the amount paid to the people by govern 
ment when the people provide services to create collectively taken product 2 

Government units may be responsible for real savings investment, 

* It will probably be helpful to think of a defiat as an instance in which 
claims are left %eith the people Whenever product is created, claima are created. 
Mhen the people take product individually the claims are destroyed But the 
government, through its budget policy has the power to decide how many of the 
cfa ms creaied when the product was created will be destroyed when the product 
is taken. In the case of a deficit, not all the claims are destroyed. 
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and increases in real capital While some product taken collectively such 
as police protection is used up immediately when it is taken some of it 
also must be classified among productive facilities Examples of publicly 
owned real capital are highways schools public buildings and snow plows 
Corresponding to these capital goods the product taken currently by the 
people consists of use of highways of education of fire protection ot the 
administration of justice or other service requiring use of public buildings 
and of snow removal 

When legislators and government administrators decide to build 
a new school or widen a nver for commercial traffic they are deciding 
that part of the capacity of the economy will not be used to create a product 
for the people to consume currently In other words they are deciding 
that there will be real saving And they are deciding to invest this saved 
productive capacity in the creation of real capital so they are making real 
investment 

There are some instances in which such real savings and invest 
ment result in corresponding financial savings and inv estment. For instance 
it is common practice for state and local government units to pay for new 
schools toll roads and the like by issuing school bonds or turnpike 
bonds They do so not because they hate to issue financial instruments in 
order to hold product as a firm must the reason usually is that they wish 
to pay for the new capital good over a long period of time so that future 
as well as present users share in the costs of the project 

However when there is real government investment new financial 
instruments need not be created and usually are not. Government units 
issue new financial instruments when there are defiat budgets there can 
be and often is government investment when government budgets are 
balanced or even show a surplus 

Thus the activity of the government means that it is possible for 
real savings and investment to be greater for the economy as a whole 
than finanaal savings and finanaai investment. 

The rev erse may be true When gov eminent units engage in defiat 
spending as the federal government ordinanlv does during war or re 
cession the new finanaal instruments issued may have no counterpart in 
government construction of new productive faahties During World War 
II for instance the federal government issued $200 billion in new finanaal 
instruments During that period, the public debt —the accumulated defi 
ats of the federal gov emment—increased by $200 billion All of this public 
debt (and some more) still exists in the hands of the people Since govern 
ment expenditures were mainly for military equipment most of which was 
used up in the conduct of war no real ’ counterpart exists today to the 
great volume of finanaal savings created by wartime defiats 

Thus the activity of government units also means it is possible for 
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financial savings and financial investment to be greater than real savings and 
real investment 

Even with state and local government units, where there are “vet 
erans’ bonus bonds” as well as “school bonds,” there may be financial savings 
and investment with no real counterpart, and where there is a “pay as you 
go" approach to highway and other construction, there will be real savings 
and investment with no financial counterpart 

III THE REST OF THE WORLD 

Hence, when the rest of the world is ignored, the financial capital 
of the people is accounted for entirely by product held by private production 
groups and accumulated deficits (minus surpluses) of government units 
Financial saving during any period is accounted for, similarly, by increases 
in the product held by private production groups, plus deficits (or minus 
surpluses) of government units The real capital of the economy consists of 
productive facilities held by private production groups and by the people 
in common (that is, by government) 

However, the rest of the world can no longer be ignored Unfot 
tunately dealings with the rest of the world complicate the analysis of 
macroeconomic relationships somewhat 

The Financial Side 

The financial side of the effects of relations with the rest of the 
world is fairly straightforward and uncomplicated 

When other countries take product from the United States, the ef 
feet on the people’s saving is precisely the same as when the business sector 
keeps product as productive facilities or inventory In both cases the people 
create product and are allocated claims, and in both cases the claims are 
left with the people Product taken by the rest of the world, in short, means 
increased financial savings for the (American) people 

In practice the transactions could be extremely complex For a 
simplified illustration assume that the people provide services and are paid 
in money and that they use this money to buy foreign bonds Foreigners 
then use these dollars to buy product created through the people’s services 
The increase in the people’s financial capital takes the form of foreign bonds 
Similarly, when Americans take product from the rest of the world, 
there is financial dissaving by the people In practice the transactions could 
take a number of forms Perhaps Americans will simply pay U S money 
to foreigners, and the foreigners will keep the money Or perhaps foreigners 
will redeem foreign bonds previously issued, and Americans will buy 
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foreign product with money obtained by surrendering foreign bonds In 
the latter case Americans would in effect have traded foreign bonds for 
product 

Of course Americans both buy from and sell to those in other 
countries Whether the people s savings will increase or decrease on balance 
depends on whether more is taken from or br the rest of the world The 
relationship mav be put \erv concisely in terms of the net product taken by 
the rest of the world which is defined as product taken by the rest of the 
world minus product taken by the L nited States from the rest of the world 
The increase m the peoples financial saungs mil aluays be equal to the 
net product taken by the rest of the eWorld If the rest of the world takes 
$1 billion more in product from the L nited States than ne take from 
abroad the peoples savings will increase by $1 billion Net product taken 
by the rest of the world can be negative too If we take $2 billion more in 
product from the rest of the world than is taken from us the financial 
savings of the people will decline by $2 billion 3 


The Real Side 

The real side of the effects of relations with the rest of the world by 
contrast with the financial side is too complex for detailed treatment here 
Instead of systematically exploring the relationships we will be content 
with two summary statements together with an illustration 

1 When there is financial saving (Or dissaving) arising out of rela 
don> with the rest of the world there may or may not be corresponding 
real saving (or dissaving) 

2 'When there are economic relations with the rest of the world 
real saving (dissaving) may not even equal real investment (disinvestment) 

Suppose the United States takes $1 million worth of product from 
the rest of the world so that the peoples financial savings decltne by $1 
million If the people take this foreign product (for example, in the form 

3 This account is not complete!) accurate but the complication can, for all 
practical purposes be ignored. When American firms add to the r hold ngs of pro¬ 
ductive facilities and inventories, the financ al sav mgs of the people should increase 
according to the analysis of section I But it will readih be seen that if the product 
taken by ■Vmrrican firms is purchased from abroad Vmef can firms will issue new 
cla ms for foreigners to hold and the peoples savmgs will not be affected Hence 
•lie** Can. bn real uiwnn/wA ux 'h/t Uo. •*.•! Sunt** 'kvSuvi A. fo.YZfi.v-A -vYivags Vtre. 
Secondly the above paragraphs assert that when product is taken from the rest of 
the world the \mer can peoples savings will dec me But—once aga n—if the 
product taken from abroad is kept by American firms there is no rea on for the 
people s sav ng to decline since the product taken from abroad is paid for"* bT 
new cla ms issued bv American firms to the rest of the world These two excepuons 
precisely offset one another It still holds that the financial savings of the American 
people will be increased bv increases in business holdings of product, plus govern 
ment deficits, pins net product taken by the rest of the world In the ease cited 
investment is offset by negative net product taken by the rest of the world. 
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IV SAVINGS, INVESTMENT, AND CAPITAL 
IN PERSPECTIVE 

It is necessary, then, when using the expressions "savings,” “in 
vestment,” and "capital,” to be certain whether the terms are being used in 
an individual sense or an aggregate sense, and whether the reference is to 
the ‘real” or the “financial ” Only infrequently are these modifiers actually 
used, usually they are simply “understood ” When you hear the words 
spoken or see them in pnnt, be certain you know what the ‘understood’ 
modifier is 

For instance, you may see a sign on a building reading lntestments 
Investment firms are concerned, you may be sure, with individual financial 
investment A savings bank deals in financial, not real savings 

Net product taken by the rest of the world is often called net foreign 
investment Once again, the investment is financial but this time the refer 
ence is to the aggregate And when those who study international trade 
and finance are concerned with what they call capital movements they 
refer to financial capital 

When the topic under discussion is aggregate economics that is, 
when people are talking about total product, total saving employment and 
unemployment, and the like, then you may be sure that the terms “saving ” 
“investment,” and “capital” are being used in the aggregate and not the 
individual sense But you still cannot be certain whether the reference is 
to the “real” or the “financial ” 

Common practice in aggregate economics is to use the word "in 
vestment” in the real sense That is, when a government official is talking 
about the state of the economy, and he refers to the level of investment, he 
is referring to the increases in product held by businesses In this book, the 
word “investment” is used in the same way (unless otherwise specified) 
Hereafter, investment will be used to mean the product kept by the busi 
ness sector 

And common practice is to use the word "savings” in the financial 
sense The government official, when he refers to savings is referring to the 
increases in financial instruments held by the people The same practice 
will be followed in this book 

If it is said that investment and savings are equal during a period of 
time, what is meant is that increased holdings of product by business and 
increased holdings of financial instruments by the people were equal This 
can only be true when there is no effect by other sectors, that is, when 
government budgets are balanced, and when net product taken by the rest 
of the world is zero, or when the effects of government and foreign transac¬ 
tions precisely offset each other. 
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The Financial Side in Perspective 

Those who pro\ide productive services to create product take bene 
fits of equal value and they maj take these benefits in tno v aj-s the} take 
product and they acquire financial instruments The financial instruments 
acquired b} the people during any period of time ma) take many forms and 
shapes shares of net worth are financial instruments, so are bonds notes 
and other prom ses and so are the accounts issued by various types of finan 
cial intermediaries such as savings and checking accounts 

The acquisition of financial instruments bj the people means the 
same thing of course as financial saving which in the rest of this volume 
will be referred to simply as saving If jou save acquiring financial in 
struments )Ou are not taking all the benefits of }our economic activit} in 
the form of product someone else—a business firm the rest of the world 
or the people collective!} through government—is faking product and jou 
acquire a financial instrument 

As an individual }ou can decide (within limits imposed by your in 
come and the like) how much money }ou will hold If next month you 
want to hold twice as much monej as you hold todaj jou can probably ar 
range to do so by adjust ng jour spending or by selling some of your as 
sets But the fact that jou as an individual can decide how much money 
you ire going to hold does not mean that all the people together can decide 
how much monej all the people will hold At anj giv en time there is onlj 
so much money in the economy and the amount of mone) held by people 
businesses and so on cannot be greater or less than that amount 

Sim larly you maj decide how much you w ant to save That is jou 
may decide what part of the benefits of jour services jou wish to take in 
the form of product and what part jou wish to take temporarily or for 
long periods of time in the form of U S Savings Bonds monev shares of 
net worth and other financial instruments But again all the people to¬ 
gether do not decide how much they will sav e 5 Thej do not dcade the 
amount of financial savings they will acquire just as they do not decide 
how much money they will hold 

The people can only acquire the financial instruments that are issued 
by business firms government and the rest of the world and those who 
do the saving—who acquire the financial instruments these groups issue— 
do not decide on the amount of new sav ngs to be prov ided in anr period of 
time These decisions are made in the main by the offic als of business firms 
when they decide to acquire new assets and by the administrative and legis 
latne branches of local state and federal governments when thej decide 

8 This suggests that the amount people save and the amount people *-ani 
to save may not be the same Both the amount people save and the amount they 
want to save are important though as Chapter 13 will show 
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on the size of taxes in relation to payments to people To a lesser extent 
as far as the United States is concerned the amount of sayings the people 
may acquire is also influenced by international trade when it is determined 
how much net product (plus or minus) the rest of the world will take 
from America 

That there is only so much sayings to go around is often a startling 
fact but it is nevertheless true Because what is true on an individual level 
is often erroneously thought to be true of all people together and because 
your own experience has been (of course) only on an individual level it 
might apear to you that the amount of saving done in any period is deter 
mined b) the people through individual decisions But you can save only by 
acquiring a financial instrument and you can acquire a financial instrument 
only if one is issued And }ou do not decide whether one is to be issued 6 

While the people do not decide how much sav ings they will acquire 
they do by and large decide the form in which they wall acquire savings 
There are many types of instruments from which to choose stocks and 
bonds savings and checking accounts shares in mutual and pension funds 
There are arrangements in the economy that come dose to permitting any 
person who saves to hold his savings in whatever form he desires A doser 
look at these financial arrangements will come in Chapters 7 8 and 9 But 
deciding the form in which the people will hold savings is quite different 
from deciding the amount of savings they will acquire And that latter de 
asion is made by others 

The Real Side m Perspectne 

There remain some knotty questions concerning the real side of 
saving investment, and capital involved with what has been known as 
capital theory ' in economics 

The questions to be raised are Why is there capital* That is why 
do firms find it useful to hold product* And if they do find it useful what 
limits the amount they hold * That is, why do they not hold more* -Ynd since 

6 A preview of some of the analytical problems to come is provided by what 
seems to be an exception to the above rule Suppose the people go to production 
groups, and provide services for which they are paid Now people decide to save 
20 perceot of their income and refuse to tale the product. People hold unused 
claims (savings) corresponding to new product held by businesses (investment) 
and the people have decided how much to save But the success of the people in 
deciding how much they will save can be only temporary Businesses usually are 
not happy with unintended increases in inventories and will act quickly to cut 
them down—either by not producing as much themselves or by not ordering as 
much from other firms. The result is that product created and income created both 
decline and Unemployment results and people correspondingly reduce their at 
tempts to save Ultimately businesses will be successful in investing only what 
what they want to invest. The Case is complex though and full treatment is pro¬ 
vided in later chapters. 
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product held by business usualfy wears out after a time, why is it said that 
capital is ‘ permanent > ’ 

I. THE productivity of capital. The fact that production groups 
—any person or organization that produces product—-holds capital is ex* 
plained by one simple principle it is often more productive to produce prod 
ucts that produce final products than to produce final products directly. 
More books can be made by producing linotype machines, printing presses, 
and the like than can be made by using the same resources to produce books 
directly Indeed, capital goods are used in the process of making linotype 
machines and printing presses, making the process of making books even 
more efficient 

Austrian economists around the turn of the century identified capital 
with roundabout" methods of production, and the term is very descrip* 
tive of the use of capital “Roundabout" methods are often more productive 
than direct ones 

Perhaps this productivity can be seen more clearly in an extremely 
primitive example Suppose a self sufficient man, standing by a mountain 
stream, can catch a fish with his hands on the average of once every four 
hours Twelve daylight hours give him three fish, and hence sustenance 
But if be could spend twelve hours making a net, he might be able to catch 
a fish every hour, or even more frequently By making a product to create 
a product (making a net help him catch fish), he increases his ability to 
catch fish The process is roundabout, it is also more productive than di 
rect processes 

The primitive example also suggests why there is a limit to the 
ability of production groups to use capital Roundabout methods take time 
and use resources, it took twelve hours of the fisherman’s effort, for in 
stance to yield one net The time and resources devoted to "capital forma 
tion” may in some instances, not involve any sacrifice The fisherman, for 
instance may have used after dark idle hours for producing his net But 
there is a limit to the resources that can be used for the creation of capital 
without sacrificing consumption 

More likely, the fisherman was permitted to spend time working on 
a net by virtue of a fortunately heavy catch of fish one day, which gave him 
a “day off" the next day for working on the net With a day off, the fisher¬ 
man had to decide whether to use his limited time adding to his consutnp 
tion goods, for example, picking berries or to use it creating capital Picking 
berries involves more consumption immediately; creating productive capital 
involves even more consumption—but at a later time when the net is com¬ 
pleted The iact t'hat capita’! means the postponement o't consumption, that 
there is a sacrifice, means that there is some limit to its fruitful use The 
advantage of extra productivity has to be balanced against the sacrifice of 
postponement of consumption 
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Similarly, in an exchange economy, creation of capital may not in 
volve a sacrifice of consumption, if the resources used for capital creation 
could not or would not have been used for creation of consumption goods 
Or the sacrifice of consumption may be slight, if the resources are far bet 
ter adapted to production of capital goods. But there js a limit to the re 
sources that can be used for the creation of capital without sacrificing con 
sumption This does not mean that an economy that increases its rate of 
capital formation must experience an actual reduction in consumption, in 
stead part of the increase in output capacity of the economy may be used 
for creating capital goods instead of consumer goods so that additional con 
sumption is enjoyed sometime in the future instead of immediately Added 
productivity is the benefit that encourages the use of capital in production 
processes, the use of resources for capital creation ordinarily means that 
fewer resources can be devoted at the same time to production of consumer 
goods Thus, there are also sacrifices involved in capital creation, limiting the 
use of capital 

II the "permanence” of capital Note that ‘‘capital" and ‘capital 
goods” are not synonymous When an economy saies by not using all its 
productive resources for production of product to be consumed, and invests 
the saved productive capacity in new capital by adding to the stock of in¬ 
ventories and productive facilities it also has new capital goods which are 
the inventories and productive facilities But once the saving has taken place, 
the capital is permanent (unless at a later period there is real dissaving), 
even though the capital goods can wear out in use 

Or, putting the paradox another way Suppose a firm adds to its as¬ 
sets by acquiring $100,000 worth of product, in the form of a machine. 
The people’s financial capital increases by a value of $100 000 Years later 
the machine may have worn out, but the financial capital is still held by the 
people And the real capital is still held by the firm' 

The key concept in explanation of this fact is depreciation Suppose 
a firm acquires a machine costing $100 000, at the same time issuing new 
financial instruments worth $100 000 to allow it to hold the asset The 
machine, it is assumed, has a productive life of five years, and it wears out 
so evenly over this period of time that after one year it is worth (and may 
be sold for) $80,000, after two years, 60,000, and so on (This is the kind 
of estimating problem facing accountants We w ill assume that these amounts 
me ittft estimates, hut exact measures *) 

Assume also that the machine accounts for an output of $30,000 per 
year in final product, to be sold to another firm, to the people, to govern 
ment, and so on 

Can it be said that during a year $30 000 worth of product has 
been created 7 Product worth $30,000 has been produced and sold, but 
at the same tune, product worth $20,000 has been “used up ” 
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Of the $30000, $20 000 is “depreciation” It represents $20,000 
worth of wearing out of product (a capital good) and at the same time 
$20,000 worth of product sold New product created is only worth $10,000; 
and only $10 000 worth of claims will be allocated for ownership income, 
representing a 10 percent return on the original $100,000 

The $20,000 in revenue that has been called depreciation can then 
be used to acquire some other asset worth $20,000 A new capital good 
may be acquired, but the firm does not need to issue any new financial in¬ 
struments 

During each of the five years of the life of the machine, there is 
$30000 worth of final product sold, but only $10,000 each year in new 
product created After the five years are up the original machine is fully 
worn out, and scrapped, but the original $100,000 in capital remains intact, 
because each year new goods have been acquired with the annual deprecia 
tion of $20 000 The goods wear out, the capital is permanent 

Hence over a period of time, capital goods—machines, buildings, 
and the like—can "reproduce” themselves, in a sense Or, instead, a firm 
can gradually take its old machines and “turn them into” new, more 
efficient, up to date machines wnthout having to issue new financial in¬ 
struments 



6 

AGGREGATE INCOME: 

MEASURING ECONOMIC ACTIVITY 


You have seen what is meant by income’ on an individual level the claim 
to product or the product itself received by an individual in exchange for 
his productive services And you have seen what is meant by product' on 
the level of the single production group the value added” by the group to 
a final product sold to the people individually or collectively, sold to the 
rest of the world or kept by businesses 

It is time to turn to total or aggregate income—the income received 
by all persons in an economy during a period of time, and to total or ag¬ 
gregate product the entire output of an economy during a period of time, 
the product of all production groups 

I THE CONCEPT OF AGGREGATE INCOME 

For the individual, it will be recalled, his claims to product have a 
value equal to the value of his services, that is, to the value of the product 
he creates The individual can take as much product as he creates The 
value of the services he provides and the value of the product he can take 
arc the same 

Yet the individual can make a distinction between the product he 
takes and his income He may be paid $100 a week, but only take product 
worth $90 each week, saving the difference He may also surrender some 
claims in taxes when product is taken collectively For the individual, then, 
there can be a distinction between product created (service) and prod¬ 
uct taken 
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Equivalence of Services and Product 

For the economy as a whole this distinction clearly disappears The 
economy as a whole—all four sectors—takes the product created For the 
economj as a whole the value of services must be the same as the value of 
the product During any period of time then the claims created and the 
product created have equal value for the economy as a whole 

This makes it possible to measure aggregate income in two ways 
You can measure aggregate income by counting how much each person gets 
paid for the provision of his labor and ownership services—adding up wage 
and salary payments interest dividends rents and so on Such a measure 
would give you ‘income as usually thought of and would consist mostly 
(but not entirely) of money payments to people Or you could measure 
aggregate income by counting how much product was created—either by 
counting the total product created by each production group or by counting 
the product taken by each of the four sectors Such a measure would give 
you income in terms of product rather than in terms of claim to product 

A Simple Economy 

For example suppose you are to measure total income in a simple 
economv consisting of a few hundred persons and three large production 
groups The three groups all business firms are a farm to supply food and 
fiber crops livestock and lumber, a processor and manufacturer, to convert 
the raw materials provided by the farm into finished goods, and a dis¬ 
tributor to transport and sell the product to the ultimate buyers 

Total income will be arrived at in three ways by adding up (1) the 
claims allocated by each of the three firms, aid (2) the valued added by 
the three firms, and (3) the total product taken by the four sectors of the 
economy These additions are made in Table 6 1 

During the month under review, the farm creates product worth 
$1000 consisting of raw materials Claims worth $1000 are allocated to 
those providing services, so we enter $1000 in the column headed claims 
allocated At the same time $1000 is also entered m the column headed 
value added indicating the product created by the first production group 
The farm however must keep $100 worth of the product as seed, 
feed grain and the like Under 'product taken” $100 is entered as busi 
ness investment. 

The remaining $900 worth of product is sold to the processor manu 
facturer From the raw matenals this firm fabncates $2000 worth of 
finished goods adding $1100 to the value of the finished goods Hence 
$1100 is added m Table 6 1 under ' value added and since $1100 worth 
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adds another $350 to the value of the product Assume that the distributor 
has sufficient inventories and productive facilities already, and keeps none 
of the product this time It maj sell the entire $2200 worth to the people 
and to the rest of the world 

Add then $350 to both "claims allocated” and to * value added,” to 
show the product created by the distributor The people (individually and 
collectively) take $1900 worth of the product, so add that amount to “prod¬ 
uct taken * 

But to complete the picture, it is necessary to take account of product 
taken from the rest of the world Assume that the farm takes $50 worth of 
product and the processor manufacturer takes $50 worth of product from 
the rest of the world Both these amounts must be added under 4 product 
taken by business”, and their sum $100 is deducted from product taken 
by the rest of the world to arrive at net product taken by the rest of the world 
of $200 

Total claims allocated are $2450 Total value added by production 
groups is identical $2450 Adding up the product taken by the people and 
by business together with the net product taken by the rest of the world 
also gives a total of $2450, as indeed it must 

The example shows that claims allocated must always be equal tn 
value to the product created It also shows, once again that this is true 
regardless of whether "product created ' is interpreted as meaning the value 
added by each production group or the value of final product sold to the 
four sectors 

Some other useful points may be gleaned from the example Can you 
tel! from the information given how much savings—new financial instru 
ments—was created for the people to hold dunng the period > 

In the first place product held by business increased by $350 im 
plying $350 worth of savings going to the people Second, the rest of the 
world took net product worth $200, impljing another $200 worth of 
savings going to the people So far, then savings arc $550 

New financial instruments are also created when government units 
have deficit budgets What financial savings were created tn this example, 
by government units’ 

You cannot tell Part of the $1900 taken by the people, it was said, 
was taken collectiv ely Assume that $500 worth of product was taken col 
lectively That still does not answer the question of whether there was a 
balanced budget, a defiat, or a surplus The necessary information is just 
noC prodded 1 6y tfte exarrrpiV All yutr can say er due fiVc ikw sayings AeiU 
by the people will be $550 plus any defiat or minus any surplus in govern 
ment budgets 

The point is that in the measurement of aggregate income, whether 
government units have defiats, surpluses, or balanced budgets does not 
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matter In adding up total product taken, you will add in $500 taken by 
the people collectively, regardless of the amount of taxes collected In 
adding up total claims created and allocated to the people, you will add 
in $500 worth of claims created and allocated to those who created the col 
lectively taken product, regardless of whether there are also $500 in taxes 

Other important points raised in the example will be discussed as the 
chapter proceeds 


What Aggregate Income Is Not 

The definition of aggregate income is straightforward and simple 
it IS the value of total product created during a period of time, it is also the 
value of all claims allocated over the same period of time 

Yet this straightforward and simple definition usually does not pre 
vent some problems from arising, and some mistakes from being made, in 
thinking about the actual counting of aggregate income For that reason, 
it is useful to spell out some things that aggregate income is not 
I AGGREGATE INCOME IS NOT TOTAL sales If in the simple economy 
example you added up total sales, you would get $1000 worth of sales by 
the farm, $2000 worth of sales by the processor and manufacturer, and 
$2200 worth of sales by the distributor, or a total of $5200 in sales In 
adding total sales, you would be adding the same product over and over 
again, first when it is sold by the farm, then when resold by the processor 
manufacturer, and finally when it is sold by the distributor 

In the actual measurement of income, you can measure total sales 
of final product, which is what you do when you add up product taken by 
the people, by business, and net product taken by the rest of the world You 
do not count intermediate product, such as raw materials sold to the 
processor manufacturer, as part of total product To do so would be "double 
counting ” 

In practice, the distinction between intermediate product and final 
product is not as easily made as the example would suggest Raw materials 
sold to a processor are obviously intermediate product But what about 
an executive’s country club membership for which dues are paid by his 
company* Even this would probably be considered intermediate product, 
since the firm counts it as an expense of doing business, and includes it in 
the price of the product it sells If you buy a car from such a firm, the ex¬ 
ecutive’s golfing time is included in the price of your car, and to count 
them both would be double counting On a conceptual level, the distinction 
between intermediate and final product is dear, but in actual measurement 
the rule as to what is called an intermediate and what a final product must 
be fairly arbitrary If the firm decided to stop paying the executive’s country 
club dues, but raised his pay $750 a year so that he could pay them himself, 
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the $750 would be called a claim allocated by his firm and the country 
club membership would be counted as a product taken by the people The 
change would result in a $750 increase in total income 

The Department of Commerce has fairly complex rules covering 
what should be counted by them as intermediate product and what as final 
product These rules are close to but not the same as the rules of the 
Internal Revenue Service when the latter decides whether payment of 
country club dues entertainment and travel expense, and the like, is a 
legitimate business expense 

One knotty problem in distinguishing intermediate product from 
final product is posed by the government sector When a firm bujs a 
postage stamp pajs to use the highways pays taxes that support its use of 
military protection sanitation and so on, these costs are reflected in the 
price of the final product it sells To the extent that government provided 
product is used by business in the production process, it should be called 
intermediate product But postal service, highways military protection, 
sanitation and so on are also used by the people, and to the extent that 
they are should be considered final product 

There is no way of dividing up government provided product be 
tween business and public use In practice, the Department of Commerce 
considers all government product to be final product Even production 
related projects such as deepening and widening a river channel for ocean 
sized vessels is considered to be “product taken collectively by the people " 
All product taken by the government is counted in measuring total income 
II AGCRECATE INCOME IS NOT TOTAL BENEFITS Once again, it IS im 
portant to note that there is no economic activity without exchange A paid 
housekeeper creates a product, * housekeeping,’ and is paid for what she 
does Her activities enter into total income A housewife may do the same 
thing Creating the same benefit, but her activities do not enter into total 
product Similarly you may buy a high fidelity amplifier for $100, that 
amount of $100 is entered as claims created (at the point where the product 
was created) and as product taken by the people The same benefit may be 
created if you buy an identical amplifier in kit form for $50, and assemble 
it jourself But only $50 worth of income and product are recorded Do 
it yourself activities do not enter into total product 

The rule then, is that there must be exchange for the benefit to be 
included in aggregate income measures There are however two exceptions 
to the rule. 

a ' Housing ” Rigorous application of the economic activity only 
rule would mean treating rented houses and apartments differently from 
housing owned by the occupant The former would involve regular receipt 
of ownership income (rent) by the landlord, and regular creation of the 
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product, “housing," by him The latter would involve no ownership in 
come, no creation of product 

One trouble with appljing the rule so rigorously is that if you were 
renting a house at $100 per month, and then decided to buy the house, total 
income would fall by $100 per month Moreover, throughout the economy, 
as more and more people own their own homes instead of renting (as is 
happening in the United States) total income would regularly and gradu 
ally decline 

To prevent these distortions, the Department of Commerce has de¬ 
cided to treat rented and owner occupied homes in the same way All homes 
are treated as rented 

In order to do this, a Simple fiction is employed It is assumed that 
all owner occupied homes are owned by production groups Instead of say 
ing that Mr Jones owns a house, the Department says that there is a pro¬ 
duction group of this sort 

The house owning firm creates and sells to Mr Jones the product 
“housing" That product (the value can only be estimated) is counted as 
product taken by the people Mr Jones also earns ownership income 
(counted as rent) from his ownership of the house owning firm 

This exception implies two important changes in the counting pro 
cedure* (1) The product taken by the people is “housing,” not houses 
New houses are not counted as consumer product And (2) correspond 
ingly, a new house (or other home), whether acquired by a landlord or by 
the occupant, is counted as “investment”—as product taken by business 

b Farm products Some farm products are not sold by the farm, but 
are kept on the farm, for consumption by the farmer and his family Strictly 
speaking, this sort of production for your own consumption is no different 
from other do it yourself activity, and rigorous application of the eco 
nomic activity only rule would mean that it could not be counted in to¬ 
tal income 

But once again, the strict rule could cause distortions, especially 
when you try to compare total product of two countries, one of which 
has a considerable amount of “subsistence” agriculture, and the other where 
agriculture is almost entirely “commercial ” 

The answer is similar to that employed in the case of housing The 
farmer and the farm are thought of as being entirely separate The farm 
is a production group, whose net worth is owned by the farmer Instead of 
sajing that the farmer consumes what he produces, the statisticians say 
instead that 

The farmer provides ownership and labor service to a produc 
tion group—the farm—and is allocated claims Some of these claims 
are canceled when the fanner receives money, corresponding to the 
portion of the crop sold to others Some of the claims are used to take 
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the agricultural product itselt All the product is treated as if it were 
sold, and all the claims are counted as claims allocated 

III aggregate INCOME Is not WEALTH Total product created during 
a period of time, and total claims allocated over the same period of time, 
constitute that period’s aggregate income You must be careful to distinguish 
current income from production in a past period, and from claims al¬ 
ready held 

For instance, if you sell a used car for $500, the $500 is not income 
because the car is not new. You previously held $500 worth of car, you 
now hold $500 worth of money 

You can buy something without having earned income during the 
same period Suppose you decide to buy a washing machine You go to your 
bank, turn in a savings account you have held for years and get money Or 
you just use money you have held for some time. Your savings account is 
not income, nor is the money you have held (although you may have held 
this financial capital by virtue of income received in the past), these assets 
constitute part of your wealth And the money you might get in exchange 
for your savings account, like the money you might get in exchange for a 
used car is not income, it represents a change in the form in which your 
wealth is held 

While the economy as a whole—all four sectors—can take only as 
much product as it creates the same is not true of an individual, or even 
of a sector The fact that you as an individual can buy something may or 
may not mean that you have received income during the period 

IV ACCREGATE INCOME IS NOT MONEY RECEIVED It should also be 
clear that aggregate income during a period is not the same as the total 
amount of money received by the people during that period Not only do 
people receive money payments that are not income payments, but some in¬ 
come is received in forms other than money 

a People can receive money without creating product, and those 
receipts of money cannot be counted as ' income "It has already been noted 
that people can receive money when they sell old assets Besides this, people 
can also receive gifts of money, social security benefits, scholarships vet 
erans' bonuses, and other payments where no service is involved All such 
payments, involving receipt of money but no concurrent productive service, 
are called transfer payments 

Transfer payments, as explained in Chapter 2, constitute a large 
portion of total federal government expenditures Figure 2 4 showed that in 
1963, total federal government expenditures were $115 2 billion, of which 
Only $64 7 billion consisted of product taken collectively Only the $64 7 
billion would be counted in total product, the remaining $50 5 billion con 
Sisted of transfer payments 



AGGREGATE INCOME MEASURING ECONOMIC ACTIVITY 109 

one arbitrary practice of the Department of Commerce in computing ag 
gregate income—a practice that jou may regard as an exception to the 
definition of income or as a perfectly valid interpretation of the definition 
depending on jour point of view 

If jou own a corporate bond and receive interest that interest is 
counted as income and included when total income is computed The in 
tetest is jour pa\ for ownership service If jou own a municipal bond 
—a promise of a state or local government—the interest jou are paid is 
likewise considered to be income But if jou own a government bond — 
a promise issued bj the federal government—the interest jou receive is con 
s dered to be a transfer pajment 

The reason for this practice is usually given as follows Ownership 
of bonds issued by firms ordinanlv corresponds to the ownership by the 
firms of some productive asset—some capital good Moreover the ownership 
of a municipal bond also ordinarily (but not always) corresponds to the 
ownership by a state or local government of a capital good such as a high 
way a school or a courthouse These capital goods owned by firms and bj 
state and local governments are thought to be productive and to account 
for the existence of ownership income 

But as explained in the previous chapter federal government prom 
ises do not correspond to any capital good Ownership of them is not 
thought to contnbute to the productivity of the economy Hence the in 
terest paid is not thought of as income 1 

b A second difference between money receipts and income is that 
same income does not take the form of money payments A partial list of 
types of nonmonej income should suffice to demonstrate the point 

Some people are paid m kind for their services Waitresses 
get free meals bank clerks get low interest loans railroad emplojees 
get free trips and so on 

Almost all providers of labor services get fringe benefits 
of some kind as well as pay in the form of money Included are 
company-operated cafeterias the employer s share of social security 
contributions and of pension fund plans the office party and the 
company bowling league and the like All of these must be counted as 
income 

If you hold a savings account interest will probably be added to 
jour balance four times each year Such income may be earned in 
definitely without jour receiving any money In effect your pay takes 
the form of increases in jour savings account not money 

Similarly if you own a share of net worth of a firm that has made 
a profit but does not pay you in money (pays no proprietor s income 
partners income or dividends) your pay takes the form of an increase 
in value of the share of net worth you hold 

•This practice does not solve the problem however Ownership service in 
the private sector ■> tied to the existence of productive capital goods But productive 
capital goods owned by the federal government are ent rely ignored 
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Besides these examples nonnonev income recorded by the Depart 
roent of Commerce also includes (as explained earl er) tb* value of farm 
products consumed on the farm and th' annual ‘ rert’ a homeowner is 
assumed to pav to himself 

II THE PL BUSHED MEASURES 
OF TOTAL PRODUCT 

In tiie L rul'd Stages total in com' is m- 2 sured and repo "led by th' 
05 ce of Bus'n'ss Economics of th' Depzrtm'nt of Commerce. Th' De- 
partm'Tt pub 1 ah's two for thre' depending on how you count them) dif 
fere-t total income records one (or two) of which measures total product 
taken bv th' fojr sec*on the other reco-ding total cla.ms allocated to the 
providers of productive s-rvices As shown earlier these two approaches 
are simple two wavs of measuring the same thing 

Measuring Product Taken 

The measures that report total product taken by the four sectors 
aTe call'd fruit national product and net national product Th-y are com 
put'd bv adding up the following 

I FINAL PPOULCT TAKEN EY THE PEOPLE INDIVTDLALLY Sales to 

this s'ctcir mclud' such p'oducts as food appliances automobiles medical 
service pivat* education, and so on. Houses bought bv til' p-ople are not 
included but hourng is including th' ‘ii-put-d rental valu- of owner 
occupied dwell ngs Also includ'd is that portion of farm production con 
sum'd bv th' farmer and his fzrrulv lVhrc the product was p oduc'd is 
Dot considered so p'oduct taken bv th- people can include domestically pro¬ 
duced and import'd product (including such ‘imports” as product bought 
abroad while cn an overseas trip) 

IL FINAL FFODLCT TAFEN COLLECTIVELY, THEOLGH GOVEFNMEVT 
Lvtts. As already noted the product taken bv th- ‘government sector” 
(som-tim's call'd th- “public sector” to distinguish it from all oth-r sccto's 
that tog-rher are call'd th' “pnv zt' sector”) is not th' sam* as th- sum 
total of all gov enment budgets beaus' transfer payments are excluded. 
Collecmelv taken product do-s indud' such items as d-f-ns- expenditures 
school constmcaon and op-ratioa highway construction, goverrun-ut salz*y 
payments, and th' like. All product taken bv th' peopl' coU-ctively is con¬ 
sul "ed zo b- final p'oduct. Agzm. ao distm-tioa » mad' b-tweea products 
crea*'d domestically and products imported from ab'oad. 

III ADDITIONS TO BUSINESS HOIDINCS OF IWTNTOPIES AND PPODLC 
IJv £ faculties ox domestic pira*' investm-nt, as it is often called. As 
explain'd in Chapter 5, when an existing cap tal good wears out but its 
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depreciation pays for a new capital good to replace it that new capital good 
is not new product and should not be counted as part of total product or 
total income There are because of the existence of depreciation tuo 
measures of investment gross investment includes all new inventories and 
productive facilities without making am adjustment for the capital goods 
used up in the production process \et investment includes the same 
goods but with the value of the goods used up in production subtracted In 
other words net investment is gross investment minus depreciation (or 
minus in the language used by the government capital consumption al 
low ances) 

Which of the two figures should be used f There are arguments 
for and against each of them Gross investment can be counted but since 
there is no wav of counting actual capital consumption the figure for 
net investment is onlv an estimate The gross figure then is more accurate 
But on the other hand onlv net investment s new product so gross in 
vestment actually overstates the amount of product taken by business 

Once agan in computing gross private domestic investment or net 
private domestic investment no distinction is made between imported and 
domestically produced goods 

IV NET PRODUCT TAKEN BY THE REST OF THE WORLD also referred to 
as net foreign investment This last item included m total product is in a 
sense an adjustment made necessary because of the existence of interna 
tional trade 

The Department of Commerce is not really interested in total prod 
uct taken it wants to measure the value of total product created in the 
United States One way to measure this would be to count only domestically 
produced product taken by the people by business and by government and 
to add to that all product taken by the rest of the world For instance in 
Table 6 I the statisticians measuring total product in the simple three firm 
economy would measure $1900 product taken by the people only $2^0 
taken by business (imports worth $100 not being counted) and $300 worth 
of product taken by the rest of the world The total income measured this 
way would still be $2450 

But this way of measuring income is not convenient in practice be 
cause it is too difficult to distinguish between imported and domestically 
produced product taken by the first three sectors 

So imported product is included in product taken by the people 
by business and by government If the product taken by the rest of the 
world were exactly equal to the product imported by these three sectors 
no adjustment would be necessary Product created and product taken 
would be equal with any product taken from abroad being exactly offset 
by product created here but taken abroad 

But international trade does not in 


any given year balance out so 
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evenly, and an adjustment is virtual!) ahvavs needed If total product cre¬ 
ated exceeds total product taken bv the first three sectors because net 
product has been taken bj the rest of the world then the net product taken 
b\ the rest of the world must be added under ‘product taken’ to be a 
\ alid measure of total product 

Net product taken bj the rest of the world can also be negative, 
whenever the United States takes more product from abroad than the rest 
of the world takes from us 

Note that no adjustments of this sort hav e to be made when count 
ing total claims allocated as in Table 6 1 Total claims allocated will al 
wars be equal to total product created 

Gross National Product and Net National Product 

When vou add the product taken individual!) bj the people, gross 
business investment product taken collectively, and net product taken by 
the rest of the world for am given vear, vou get gross national product or 
GNP If you substitute net business investment )OU instead get net na 
tional product or NNP 

NNP is in theory, a better measure of economic activity, since it 
includes onlv neti product created But since actual capital consumption 
cannot be measured but onlv estimated NNP is not as exact a measure 
as GNP For most purposes it does not matter which you use as long as 
you remain consistent GNP and NNP grow at about the same rate, in 
recessions they decline by just about the same amount 

Table 6 2 below shows in summary form Department of Com 
merce figures for GNP and NNP for 1963 

This summarized presentation of GNP and NNP is useful for 
many perhaps most macroeconomic purposes. But considerably more de¬ 
tailed records are av ailable which can tell you for instance, what the people 
spent for jewelry or for shoe repair, how much state and local governments 
spent for operation of jails and prisons and the like Refer to Figure 2 2 
for a detailed review of product taken individual!) by the people, or to 
Figures 2 3 and 2 4 in that same chapter for a more detailed account of 
what kind of product w as taken collcctn ely 

Measuring Claims Allocated 

The other measurr «f JntnJ income pxrvsstrd hji tbe O.ffirr uf Bus.' 
ness Economics of the Department of Commerce is a measure of claims 
allocated to those who provide labor and ownership services, and is called 
national income 

The reported national income, or Nl, measure is broken down by 
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TABLE 62 

GROSS AND NET NATIONAL PRODUCT, 1963 
(billions of dollars ) 


I Product taken by the people individually 


374 9 

Durable consumer product 

5 52 1 


Nondurable consumer product 

167 5 


Intangible product ( services ) 

155 3 


II Net business investment 


31 2 

New home construction (nonfarm) 

25 2 


Other new construction 

21 3 


Productive facilities 

31 0 


Increase m inventories 

44 


Total Cross investment 

82 0 


Minus capital consumption allowance 

50 8 


III Product taken collectively 


122 6 

Federal—defense 

55 2 


Federal—nondefense 

95 


State and local 

57 9 


IV Net product taken by the rest of the world 


44 

Product taken by the rest of the world 

30 7 


Minus product taken from the Test of the world 

26 3 


Total net national product 


533 1 

Gross national product 


583 9 


Note Because of rounding, detail may not add to totals 
source U S Department of Commerce 


type of income—that is, by type of service rewarded But a few words of 
caution are necessary, because the labels can be easily misinterpreted 

It would be useful to have a breakdown between claims allocated 
for labor services and claims allocated for ownership services Unfor 
tunately, such a record is extremely difficult, if not impossible, to prepare 
One example should make clear why 

Suppose tw o men go into business as partners each putting up $5000 
to acquire assets They operate a small printing firm, and employ a dozen 
other persons One partner becomes manager of the “front office,” being 
responsible for sales, keeping records, and so on The other supervises the 
“shop”—the typesetting, composition, printing binding and so on 

At the end of the year they find the} have paid $60,000 to em 
ployees and paid another $40 000 for materials, rent, power and gas, and 
so on, for total costs of $100,000 Their firm's total revenue was $120,000 
They record $20,000 in “profit,’’ and pay income tax on that amount But 
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was the $20 000 all ownership income* Part of it probably was but part 
of it was for the partners own labor services Distinctions between owner 
ship and labor income are extremely difficult to make in the case of partner 
ships and proprietorships In NI figures, the two are lumped together as 
proprietors’ income ” Other misleading interpretations can be made of 
NI data For instance also reported is personal rental income If a man 
owns land buildings and the like, and rents them to others (or to himself!), 
his pa} is reported as personal rental income ” But if he owns a firm that 
rents to others his pay is reported as ‘proprietors’ income", and if he 
owns a share of net worth in a corporation that rents to others, his pay 
is reported as corporate profits " 

With these warnings in mind a review of what would be counted 
to arrive at a measure of NI can be given 

1 Compensation of employees While total pay for labor services 
cannot be counted, as explained above, it is possible to add up the total 
pay of those who are strictly employees and not proprietors or partners 
Included is the pay given to business and government employees and also 
other compensation of emplojees such as the eroplojers’ share of social 
security and pension contributions 

2 Proprietors' income This figure reports the total income of part 
ners and proprietors without distinguishing between pay for labor services 
and pay for ow nership services Part of this income is not taken in money, 
but in the form of an increase in the value of net worth reflecting an in 
crease in the value of assets (or reduction in the liabilities) of the busi 
ness firm 

3 Rental income of persons This figure includes not only rent pay¬ 
ments actually going to individuals, but the rent that homeowners are pre 
sumed to pay to themselves 

4 Corporate profits Total corporate profits and not just dividends 
paid are reported here though a detailed breakdown will indicate what 
part is retained by the corporation The figure for corporate profits in 
eludes a small item for inventory valuation adjustment ’ reflecting changes 
in the value of inventories held by corporations 

5 Net interest Interest payments, not including interest on promises 
issued by the federal government 

A summary presentation of national income for 1963 appears m 
Table 6 3 


An Apparent Discrepancy 

The analysis thus far has shown that the total claims allocated must 
have a value equal to the value of the product created The example of the 
simple economy with three firms showed in some detail how this equality 
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TABLE 63 

SJTIO\AL A COME. 1963 

(f>af hints of dollars) 

I Compensation o£ employees 
\\ a^es and salaries 

Mditzn 

Ctt than governtnem 
Supplements 

Emplov er contribution for 
social insurance 
Other 

II Proprietors income 

Business and professional 
farm 

III Rental income of persons 
1\ Corporate profits and int colors 

valuation adjustment 
Profits before tax 
Dmdends 
Retained earnings 
Corporate tax 

Inventory valuation adjustment 
V Net interest 
Total national income 

Note Because of roundmp detail mas not add to totals 
source U S Department of Commerce 

storks out on an aggregate let el The salue of services and the value of 
product must he identical in any period of tune. 

Nevertheless, Table 6.2 shows the value of total product mratrd in 
1963 (net national product) as 5533 1 billion and Table 63 shows total 
claims allocated in 1963 (national income) as only $478 5 billion 

Of course counting practices are not perfect, and we would expect 
a slight difference between reported NN P and reported NT, but the 1%3 
difference between the two was $54 6 billion Nonetheless the difference is 
easilr explained In measuring product taken the Department of Com¬ 
merce uses the prices actucll\ pad for firal products, even though these 
prices often include sales taxes excise taxes franchise fees, and other * in 
direct business taxes” paid to the government. These indirect business taxes 
are not of course, reflected in the claims allocated by production groups 
for sen ices performed 


340 3 

8121 

$2529 
100 
4S 3 

28.2 

150 

131 

50 6 
57 6 
ISO 

12 S 

508 

51J2 

180 
87 
24 5 

-0 4 

24 4 
4785 
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For example, if in the simple three firm economy represented in 
Table 6 1 there were imposed a 10 percent tax on sales by distributors, the 
value of the product taken by the people would have been recorded as 
$2090, and total product taken would have been shown as $2640 

It is to be stressed that these indirect business taxes reflect a count 
ing problem, not a violation of the rule that claims allocated are equal to 
total product Total product taken and claims allocated are equal But the 
reported figure for total product taken, NNP, is ‘blown up" bj the un 
avoidable inclusion of indirect business taxes 2 

Some Other Adjustments Made 

Most commonl), total income data are presented in annual terms 
But for man) purposes it is important to watch changes in total income 
over shorter periods of time Therefore, the Department of Commerce 
renders quarter!) reports on gross national product and on national income 
The quarterl) reports are usuall) presented as “seasonally adjusted 
annual rates" for the first, second, third, or fourth quarter of a given )ear 
By “seasonally adjusted annual rates’’ is meant that the figure presented 
implies a certain GNP or NI for the entire year 

For instance, if normal business activity were the same during all 
seasons of the )ear, and if quarterl) GN f P were $125 billion, the annual 
rate would be four times this amount or $500 billion But one fourth of 
the )ear s production does not ordinarily take place in each quarter If pro 
duction were $125 billion in the fourth quarter, the seasonall) adjusted 
annual rate would be less than $500 billion, because ordinarily more than 
25 percent of the ) ear’s production takes place in that quarter 

Suppose ) ou vv ant to make a comparison betw een the total income of 
the economj in 1950 and 1960 You could look up 1950 GNP and find that 
it was $284 6 billion, and look up 1960 GNP and find that it was $5044 
billion The indicated increase is $219 8 billion But such a comparison 
would be misleading 

For one thing, the composition of the output would be different 
There would be products taken in 1960 that did not exist in 1950 and 
many others that were taken in relativel) greater quantities The use of 
“dollars' worth” to indicate the amount of product is reasonable, over fairl) 
short periods of time, but the longer the period between the )ears compared 
the less valid the comparison, simp)y because the products are not the same 
There is nothing that can be done to avoid the kind of distortion 

lowed for, there is still a discrepancy 10 the 1963 figures of approximately $2 7 bil 
lion. But this difference is small enough that we may justifiably attribute it to 
statistical discrepancy ” 
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created by a changing composition of total output. But there n another bnd 
of diitort’oti inherent in the above 19 j 0-1960 comparison that can to a 
large extent be rectified 

Correcting for Price Level Changes 

Not only did total output increase between 19^0 and 1960 but so 
did the prices of most products Any general price level change whether up 
or d wn distorts total income measures taken bv prices current in the vears 
being measured 

Changes in die general level of prices are discussed in Chapter 18 
Here it can only be noted that the Department of Commerce each year 
recalculates at present prices all past years total income figures For m 
stance i960 GNP in 1962 prices was $313.8 billion and 1930 GNP m 
1962 prices was $370 0 billion In 1962 prices then the increase was $143 Jj 
If you used 1930 prices of course the figures would be different 

When comparisons between years are made using the prices of only 
one particular year such as “in 1962 prices” above the measures are said 
to be in constant dollars " When the 1930 prices are used for 1930 GNP 
and the 1960 prices for i960 GNP the measures are said to be m “cur 
rent dollars 

Table 6 4 shows U.S gross national product from 1929 (the first 
year such measures were made) through 1962 in both current and con 
stant (1962) dollars 

Once again, however the warning applies Even though the figures 
shown m Table 6 4 have been adjusted for price level changes the 1929 
figure is not strictly comparable with the 1962 figure nor are any GN P 
comparisons over a period of four of five years completely dependable 

Some Uses of the Measures 

Total income figures are widely quoted for a number of purposes 
In thinking of the uses to which GNP NNP and NI figures are put, vou 
may make direct comparisons with the u«es to which individual income 
figures are put. 

Like an individual, an entire economy is ord narilv limited in the 
amount of product it can take An md vidual s income is a fairlv accurate 
guide to h s ability to take product (although he mav draw on savings bor 
row and the lire) And the most recent total income of the economy es¬ 
pecially if there is no recession is a good indication of its ability to pro 
duce—of its capacity m a sense 

\ cu may use income to compare the well bang of two different in 
dn ideals. There are weaknesses in income as a measure of individual well 
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TABLE 6 4 

U S GROSS NATIONAL PRODUCT, 1929-1962 
(in billions of current and constant 1962 dollars) 


Year 

dollars 

1962 

dollars 

Year 

Current 

dollars 

1962 

dollars 

1929 

1044 

2120 

1946 

2107 

328 4 

1930 

91 1 

192 5 

1947 

234 3 

327 9 

1931 

76 3 

178 2 

1948 

259 4 

340 7 

1932 

58 5 

151 9 

1949 

258 1 

341 7 

1933 

560 

148 2 

1950 

284 6 

370 0 

1934 

650 

162 3 

1951 

329 0 

400 4 

1935 

72 5 

177 8 

1952 

347 0 

415 8 

1936 

82 7 

202 7 

1953 

365 4 

434 8 

1937 

90 8 

2132 

1954 

363 1 

426 3 

1938 

85 2 

203 9 

1955 

397 5 

459 6 

1939 

91 1 

220 7 

1956 

4192 

469 4 

1940 

100 6 

239 3 

1957 

442 8 

478 5 

1941 

125 8 

278 6 

1958 

444 5 

471 1 

1942 

159 1 

3185 

1959 

482 7 

502 6 

1943 

192 5 

358 7 

1960 

503 4 

515 8 

1944 

211 4 

384 8 

1961 

5187 

525 5 

1945 

2136 

377 5 

1962 

553 9 

553 9 


source Council of Economic Advisers Economic Report of the President 

1943 


being both because not all benefits are created by product and not everyone 
shares the same evaluation of product that is exchanged Similarly compan 
sons are made between nations or states (with adjustments for size of popu 
lation) to determine how well off the peoples of different areas are Pub 
Iished data show that annual per capita income in the United States is 
over $2000 while annual per capita income in some underdeveloped coun 
tries such as Haiti or India is less than $100 And just as when such com 
pansons are made on an individual level interstate or international compan 
sons of total income must be made with some reservations 

If you want to compare the well being of peoples in different coun 
tries income would be one but only one of the measures you would want 
to look at Another might be average life expectancy at birth, another might 
be average daily caloric intake In the United States it is common to make 
regional comparisons in the number of bathtubs per person or the per 
centage of families that own their own homes Comparisons of well being 
are always based on implicit value judgments of one type or another 
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Just as you might look at an individual’s record of income over a 
period of years to determine the progress he is making you might make 
mtervear comparisons of an economy’s total income to determine tts rate of 
growth Inter} ear comparisons also show what happens when recessions or 
depressions hit an economy Table 6 4 shows that GN P in 1962 dollars fell 
from $212 0 billion in 1929 to $148 2 billion m the depths of the Great 
Depression in 1933 and that it declined from a 1945 level of $377 5 billion 
at the end of World War II to $328 4 billion in 1946 

But once again interyear comparisons ov er long periods of time must 
be interpreted with care and when made b\ others to prose some point 
followed with suspicion 

The immense wealth of detailed information on the composition of 
output is extremely valuable in its own nght especially when you are less 
concerned about the amount of economic activity than the kind of economic 
activity being earned on A review of changes taking place m this detail 
constitutes nothing less than a review of the wav our economy is changing 
from year to year 

Tuo Other Measures Personal Income, and 
Disposable Personal Income 

Gross national product, net national product and national income 
are the only measures made of the total income of the U S economy But 
the Department of Commerce also presents a number of other measures, two 
of which—personal income and disposable personal income—are widely 
quoted 

Personal income and disposable personal income are, it must be em 
phasized, not measures of total income They come closest to being measures 
applicable only to the first sector—the people 

The general purpose of the two measures is to show how much 
“spending money” the people earned or otherwise received dunng a period 
of time, usually a year This is different from national income, because 
not all of the income reported under national income can be spent by the 
people 

To arrive at personal income, or PI, begin with national income, 
but exclude the following, which are not paid in money to the people 
corporate profits taxes, corporate retained earnings, and both employers’ 
and employees’ shares of social insurance contributions But then add in 
some payments receiv cd by the people that are not counted as payments for 
services but are transfer payments from other sectors to the people net 
interest paid bv the federal government, other government transfer pay 
ments, and business transfer payments 

Not all of personal income can actually be spent, because the people 
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TABLE 63 

PERSONAL l\COUE AND DISPOSABLE 
PERSONAL INCOME, 1963 
{billions of dollars) 


National income (from Table 6 3) 


$ 4785 

Less corporate profits minus dn idends 


— 32.8 

Corporate tax liability 

S24-5 


Retained earnings 

87 


Im entory v aluation adjustment 

•—04 


Less contributions for social insurance 


— 26 9 

Plus net interest paid bj goi eminent 


+ 8.5 

Plus other government uansCar payments 


+ 34.3 

Plus business transfer payments 


+ 24 

Total. Personal income 


5464 0 

Less direct personal taxes 


— 61.6 

Total Disposable personal income 


$402.4 

Note Became of rounding, detail may e<r 
saner C S Department of Commerce. 

t add to totals. 



must pay direct taxes especially income taxes to government units. Dis¬ 
posable personal income, or DPI is computed by subtracting direct taxes 
from PI 

The computation of PI and DPI should not mislead you however 
The deduction of retained earnings does not mean that owners of these 
corporations are not paid for their ownership service. They are paid, but 
they are not paid money 

PI and DPI do not measure total income, and ther may m fact 
move m different directions from total income. There are years, for in 
stance, in which NNP and "M do not increase, or even decline, reflecting 
a recession during these recession years, PI and especially DPI may con 
tinue to increase, because recession years are years in which government 
transfer payments tend to increase, and direct personal taxes tend to decline. 

This fact alone maies DI and DPI important in their own right. 
And indeed each of the five measures presented in this chapter has its 
unique qualities that mate it useful for a variety of analytical purposes. 
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THE OPERATIONS OF FINANCE 


It has been noted already that in the aggregate the people can take as much 
product as they creat- so that total services provided are worth’ exactly 
as much as total product created It has also been noted that on an mdi 
vidual level each person can take as many ‘ dollars worth” of product (in 
eluding product taken collectively) as he creates when he provides services 

Recall also the^e other important feastures of an interdependent 
economy 

1 Products are most commonly produced not by individuals acting 
on their own but by production groups mainly pnvate business firms, and 
production groups not being individuals, cannot themselves provide services 
and create product. Hence production groups can take and hold product 
only through legal arrangements such as the issuance of liabilities 

2 Individuals who provide services do not ordinarily take the very 
same products they created or helped to create, but can take product equal 
in value produced by others 

There is nothing new or remarkable about either of these two points 
They are everyday facts of life for anyone living in an advanced, inter 
dependent economy They arc raised here because they have one important 
feature in common they are made possible only bv the existence of the 
man-made system of arrangements called finance. 


I “FINANCE" 

In its most general sense, finance refers to the arrangements through 
which organizations or persons other than the individuals who produced a 
product can take and hold that product. 

This means two things 
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ceptrd by people by businesses and by government in exchange for product. 
Such a financial instrument is called money Any instrument that is gen 
erally acceptable in exchange for product (and for services) may be called 
money 

2 But ordinarily as has been noted many times already the people 
do not want to take all the product they create but want to save and 
production groups do not want to surrender all the product they hold but 
want to invest There is a need then for claims that take the form of 
financial instruments that are not generally regarded or used as immediate 
claims to product and are not usually accepted in exchange for products or 
services 

When the word * finance is used people most often think only 
of the second aspect described above They think of finance in terms of 
borrowing and lending the * stock market," the ‘ mortgage market,” and 
so on But a nation s financial svstem is the enttre scheme of man made 
institutions that allows individuals to take and hold product other than 
thar created br them and that allows organizations to take and hold product 
at all 

Most of this chapter will be concerned with the second aspect of 
finance—the arrangements by which indivduals are allowed to operate 
with surpluses and deficits Since such a discussion cannot be earned on 
without money entering in it is useful to discuss that man made institution 
bnefly A more extended and detailed discussion of the money system appears 
m Chapters 9 10 and 11 

The need for money arises as noted because those who provide 
services and contnbute thereby to the production of some product ordinanly 
will want to take other products in exchange Consequently, the type of 
claim desired by people in exchange for their contnbution of services will 
ordinarily be one which can be used to acquire any product from any 
production group Money is such a claim Note that this implies a definition 
of the term money” a claim generally acceptable m exchange for product 
While government issue or endorsement might help make a claim ‘ generally 
acceptable” there is no necessary connection between government and 
money Pieces of paper issued bv a government might cease to be generally 
acceptable in exchange for product, and therefore might actually cease 
to be money, while, on the other hand something may be generally ac 
cep table in exchange for product, as cattle and gold once were and as 
checking accounts are today, with no government endorsement at alL 

In highly simplified terms, the complex money system operates in the 
following manner In order to induce people to contribute services to the 
production of a product, firms must ordinarily pay them money Money is 
obtained from banks and paid to those who perform the services. When 
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the products are sold by firms the money is returned to them and they 
in turn surrender it to the banks 

Such a process is a continuous one At any time that one firm is ob 
taming money from a bank another will be surrendering money to a bank 
and at all times the people will have some money and firms will hare some 
product Money then is not only a device that allows people to take product 
other than that to whose production they have contributed it is also a form 
in which they may hold claims when they have performed services but have 
not yet taken product of equal value The first aspect of finance as described 
above is then really part of the second money is something jou can hold 
if you wish to take less product than you have created 

The special characteristic of money as a claim is that it is generally 
acceptable in exchange for product or for other valuable things There are 
other types of claims that may be held when you wish to take less product 
than you have created and each type of claim has its own special char 
acteristics 


Restricted Claims 

In a simplified view of the economy the process that has been 
described goes like this (1) Firms produce product and simultaneously 
allocate claims equal in value to the product produced so that (2) firms 
then have the product and those who have provided services have claims of 
equal value A financial transaction has already taken place the issuance 
of claims allows organizations to hold product produced through the owner 
ship and labor services of individuals Then (3) the individuals surrender 
the claims to the firms in exchange for product so that (4) the firms have 
no product and the individuals have no claims This simple view of the 
economy could be made a little more realistic without being made much 
more complex if it is allowed that each firm starts and finishes its production 
of the product at a different time and that most firms produce products 
continuously The people then always have some claims and firms always 
have some product that the people have not yet taken but the value of the 
product held by firms remains equal to the value of the claims held by the 
people 

In such a simple econom), the only t)pe of claims needed would be 
money Finance is used only to allow individuals to take product other 
than that wh ch they themselves created and to allow firms to hold the 
product temporarily until the people come to take it In order to understand 
the financial process we have to leave this oversimplified model and take 
account of two important factors 

1 Firms frequently do not want to give up to the people all the 
product they hold Some product held by firms—machines buildings and 
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other productive facilities—was never intended for consumers and could 
not be used by them Firms also ordinarily do not want their inventories 
depleted to nothing but want to keep a minimum stock of finished product. 
It is thus important to firms that the people hold some kind of claim that 
is not generally acceptable as a claim to product, they want to issue some 
Lind of claim they know the people will hold more or less permanently 

2 Individuals frequently do not want to give up all their claims 
for product. They wish to accumulate and hold claims as ‘ savings ” While 
there is no reason why they cannot hold money as savings (much savings is 
in fact held in the form of money), the people do not really need for such 
purposes a claim whose special characteristic is general acceptability in ex 
change for product The special characteristics they want in a more or less 
permanent claim will depend on why they want to save it may be life 
insurance protection protection against inflation ability to cam income 
as interest, dividends or capital gain or a combination of these or other 
characteristics 

The following discussion is intended to indicate the transactions by 
which the general claims issued simultaneously with the creation of the 
product are converted into more or less permanent or ‘ restricted claims 
that give the holders special benefits other than the nght to demand product 
in exchange. 

II CREATION OF RESTRICTED 
FINANCIAL INSTRUMENTS 

Suppose a firm wishes to hold some land of product—a plant or 
other place to work machinery, inventory, and the like—and decides to 
produce it itself rather than to obtain it from another production group 
The simplest and most direct way the firm could proceed would be to bring 
together people who will provide ownership and labor services to create 
the product, and give them in exchange for their services claims that cannot 
be used to take the product deated that is, restricted, nonmoney financial 
instruments. One type of financial instrument appropriate under these 
circumstances might be net worth type claims or capital stock, which 
permit the holders to share in any increase m value of the assets the firm 
holds (that is, to shzre in profits), receive dividends if they are declared 
and perhaps to participate in the naming of the firm s officers Capital stock 
would not giv e holders the nght to take any part of the firm s assets (except 
in the rare case of the liquidation of the firm) Capital stock, then allows 
the firm to hold product virtually indefinitely 

So the simplest and most direct way m which a firm under these 
arcuinstances might arrange to take and hold product would be to give 
people capital stock in exchange for their services Unrealistic* Perhaps so, 
but let us see. 
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Most frequently, of course those who provide ownership and labor 
services will insist on receiving money instead of restricted financial instru 
ments such as capital stock Some providers of ownership services will be 
happy enough receiving increases in the value of capital stock already held 
( capital gains ) instead of money in exchange for their ownership services, 
but owners usually expect some money too and workers almost always 
want to be paid in money, not in restricted claims 

We have noted that finance allows people and organizations to take 
and hold product other than what they themselves created We may now 
note another important attribute of the financial process When people con 
tribute services and create product they are allocated new claims issued by 
their firm, the financial process allows the firm to create and issue new 
claims of one type (capital stock for instance) while the people who con 
tribute their services receive claims of another type (ordinarily money) 
This is a very important attribute of the financial system the economy as 
we know it would not work without it It means our hypothetical firm 
can still issue capital stock as its method of arranging to hold product, but 
that owners and workers can receive money if they desire Note, however 
that despite this process, the new claims are created when the product is 
created not at some other time 

In simplified fashion again this is how the process operates First, 
we must assume that to begin with the people hold money (how much is not 
important, we are interested in just $600 of that money, because we will 
assume that the firm wants to hold $600 worth of product) To begin with, 
the firm holds nothing We have, then 


FIRM 

THE PEOPLE 


Holds Issues 

Hold 


1 

Money $COO| 

(1) 


The firm then issues new capital stock in exchange for money The 
firm now holds money, and the people hold capital stock Have more claims 
been created ? Absolutely not Note that the people hold exactly the same 
amount of claims as before Something else has taken place, however, and 
something quite important The peop'le now hold restricted claims, which 
cannot be used to demand product 2 
We now have 


2 It ii useful to recall that claims are claims to product which come into the 
possession of people by virtue of their creation of product If business firms want 
to keep product to that extent claims are left %.uh the people Without additional 
production no new claims are created although the claims in existence can change 
form, and although there can be created financial relationships of greater or lesser 
complexity among business firms 
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FIRM THE PEOPLE 

Holds Issues Hold 

Money $600| Capital Capital I 

| Stock $600 Stock $60o| (2) 

Now the firm is prepared to give money to the people who contribute 
their services to create product for the firm to hold We now have 

FIRM THE PEOPLE 

Holds Issues Hold 

Product $600lCapital Money $600| 

jstock $600 Capital 

Stock $600| (5) 

It is important to note that now new claims have been created, the people 
hold more claims than they did at the start New claims are created only 
when new product is created 

This last point is important The act of printing up capital stock 
certificates is not the same as the issuance of new claims, it is just a printing 
operation The act of exchanging these newly printed certificates for money 
is not the same as the issuance of new claims, it is merely a change in the 
form in which existing claims are held Only when the product is created 
and the money is paid out do the claims held by the people increase This 
point will be important in later chapters in connection with the savings 
investment process 

If we ignore the money that the people were presumed to have 
to begin with, we now have 

FIRM THE PEOPLE 

Holds Issues Hold 

Product $600 Capital Capital | 

[stock $600 Stock $600j (4) 

From T account (4), it looks very much as though the people have con 
tributed their services to create product for the firm in exchange for capital 
stock—precisely what we said seemed unrealistic in an earlier paragraph 
True enough, the exact individuals who hold the capital stock are not the 
same individuals who provided the services thanks to the financial process 
But when the people as an aggregate are considered, firms do get product in 
exchange for capital stock and the people do get capital stock in exchange for 
the provision of services 
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Both aspects of the operation—the individual and the aggregate— 
are important for an understanding of the financial processes of the economy 
It is important to remember that when firms and other organizations wish 
to hold assets thej issue restricted claims such as capital stock in exchange 
for the services of the people and new claims are issued only when the 
product is created not before It is just as important to understand the 
financial process that allows a firm to issue new claims in one form when 
the product is created but allows those who create the product to receive 
new claims in another form 

In the following section some additional examples of these processes 
involving government and the rest of the world will illustrate some addi 
tional attributes of these financial processes 

The Goicrnment and Claim Creation 

When business firms create product, claims are created and allocated 
to the people (who have provided services), and when the people take the 
product claims are surrendered to the firms and are hence destroyed Be 
cause the people do not take all the product created not all claims are re 
turned to firms, and hence some claims are not destroyed The amount of 
claims held by the people depends, then, at least in part, on the amount of 
product business firms keep 

Collective consumption through government offers a somewhat 
parallel situation Product is created by business firms and is taken collec 
tively by the people When the product is created, claims are created as 
usual and are allocated as usual to those who provided services Government 
officials may then ask themselves How man) of these claims created and 
held by the people should be left with the people ? In earlier chapters it was 
noted that the gov eminent might operate with a 1 balanced budget,” requir 
mg the people to surrender (as taxes) as many claims as were created when 
the collectively taken product was created The government, it was noted, 
might also operate with a "deficit budget” taking away and destroying 
only part of the claims created when the product was created In such a case, 
the people would be left with some claims, and, ordinarily, the government 
would want such claims to be restricted ’ and hence might issue bonds 
Finally, the government might operate at a "surplus” destroying some 
claims previously created, in such a case, the people would be left with 
fewer claims than before the budget period began 

Suppose that the people decide through their government repre 
sentatives that they will take $100,000 worth of product collectively, and 
that all the claims created are to be left with the people (that is, that the 
government will collect no taxes) The simplest and most direct way for 
this to take place would be for the following transactions to occur * 
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1 Business firms create the product, using the services of individuals, 
and turning the product over to the government. 

2 Those who provided services then have claims against the firms. 

3 At the same time, the government issues restricted claims against 
itself in the form of bonds giving them to the business firms in exchange for 
the product. 

4 The business firms then settle the claims against them bv giving 
the government bonds given to them to the providers of service 

If such transactions actually took place, the people would wind up 
holding claims against the government, business firms would own no 
claims on anyone and would have no claims against themselves. We would 

THE GOI ERy 1/£\T THE PEOPLE 

Iisuet Hold 

Bonds 5100 000 Government j 

Bonds $100 000 (5) 

The unrealistic element in the above desenpdon is the abserce of 
raorev Business firms will rot accept bonds from the government in ex 
change for product becau-e tho<e who provide services will not accept 
bonds from business firms in exchange for their services. 

It mav be noted in this example as in the last that the introduction of 
morev accomplishes o-e important thing it allows cla.ms to be newlv 
issued in restricted form (th^, tune government bonds instead of capital 
stock) but allows those who perform the servicrs through which the 
product is created to take clauns in the form of money, an unrestricted 

To follow how this takes place, once again assume that the people 
have money at the start. (In Chapter 9 it will be shown that even this is 
not necessary and that the creation of new money is sometimes a bv product 
of the financial transactions described ) Sine- the people will take $100 000 
worth of product colI*ctivelr, we show orly that much of the merer they 
hold 

THE PEOPLE 

Hold 

Moner SlOOOOOj (6) 

The government then sells $100000 worth of new bonds to the 
public. The government now has the mceiev, and the people have the 
bonds. We have 
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THE GOI ER2>\iE\T THE PEOPLE 

Holds Issues Hold 

Money $100 Q00 T Bcmds $100000 Bonds $100 000 1 (7) 

Notice that the peoples claims have become restricted claims but 
that the total amount of claims held bv the people has not changed No new 
claims have been created 

Now the people contribute services to production groups and create 
the product that will be taken collectivelv As usual w hen product is created 
the people are allocated claims against business firms so we have 

THE GOI ER\ HE\T THE PEOPLE 

Holds Issues Hold 

Money S100 000 Bauds $100000 Bonds SlOOOOj 

Claims $!00 000| (8) 

BUSI\ESS FIRMS 

Hold Issue 

Product $100 000|Clanns $100 000 

Note that the people now have both the government bonds that were 
purchased from the government and the claims allocated by business firms 
Total claims held by the people have now increased allowing business 
firms to hold product The government is not affected in this step 

The government then buys the product using the money that had 
been obtained from the people The product is assumed to be consumed and 
hence disappears from the record We have 

THE GO!ER* HE* T THE PEOPLE 

Issues Hold 

iBonds $ 100 000 Bonds $100 000. 

I Claims $100 000] ( 9 ) 

(unchanged) 


BUSINESS FIRMS 

Hold Issue 


Wone) $IOOOOO ( Cbims $100 000 
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In this step, the people are not affected Businesses now hold enough 
money to settle the claims the people have against them When business 
firms pay this money to the people, they no longer hold anything nor are 
there any claims against them We are left with the government, with re 
sdcted claims (in the form of government bonds) against them, and with 
the people, who hold the government bonds and also hold the $100,000 in 
money which they began with We have 


THE GOIERXMEXT THE PEOPLE 


Issues 

Hold 


] Bonds $100 000 

Bonds $100 0001 

Money $100 OOo] 

(10) 

THE GOt ERXMEXT 

THE PEOPLE 


Issues 

Hold 


(Bonds $100000 

Bonds $100 0001 

<»> 


What we are left with in (11) is essentially the same as what we 
had in (5) in which the transactions were earned on without money 
Product is created and taken collectively, and the government has decided 
that the new claims created when the product was created should be left 
with the people rather than destroyed and that these new claims held by the 
people should be in restneted form The introduction of money changes 
things in only one respect The exact individuals who hold the bonds are 
not the same as the exact individuals who created the product As noted 
before the financial transactions described here allow newly created claims 
to be issued in restneted form even though those who create the product 
are paid in money 

The Rest of the JVorld and Restricted Claims 

Claims held bv the people as a whole increase whenever business 
firms take product to hold, whenever governments do not destrov all the 
claims created when product is taken collectively (that is, when there is a 
deficit), and in a third way—whenever the rest of the world takes net 
product from the United States 

When foreigners take net product from the United States and wish 
to restrict the claims issued, the simplest and most direct way for them to 
do so would be to issue bonds (which we will call foreign bonds to dis¬ 
tinguish them from government bonds and corporate bonds), give those 
bonds to American business firms in exchange for product, and then let 
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the American business firms pay those who provided services by giving them 
the foreign bonds We would have 

REST OF THE WORLD AMERICAN PEOPLE 


Issues 

Hold 


Foreign 

Bonds $100 000 

Bonds §100 000 

(12) 


Again the transaction has. been described as if there were no money 
Of course those who provide services want money rather than foreign 
bonds As a matter of fact we must specify that they want American 
dollars not just money And once again financial transactions can he 
described that will allow new claims to come into the hands of the Ameri 
can people in restricted form as foreign bonds while those who provide 
services receive monej To test jour understanding of financial transactions 
try your had at setting up T accounts that describe step by step the trans 
actions involved Assume that the people have money to begin with You 
should wind up with the same T accounts as in (12) 

These T accounts should be interpreted as meaning that foreigners 
pay for American product with newly issued restricted claims although 
those who create the product need not hold restricted claims but may re 
ceive monej 


Two Types of Financial Transactions 

Because those who provide productive services ordinarily want 
money rather than restricted financial instruments almost every financial 
transaction involving business government or the rest of the world has 
two distinct steps First the issuer of new financial instruments exchanges 
them for money and second it returns the money to the people in exchange 
for their services 

These two steps may be described as different types of financial 
transactions 

In the first tiPe there is no change in the amount of financial in 
struments held bj the people There is a change in the form of financial 
instruments held by the people and this change may be significant for the 
economy But because no new product is held by business firms because 
no new deficit financed collective consumption has taken place and because 
no net product has been taken by the rest of the world no new claims arc 
created We shall turn to a more extensive discussion of this first type of 
financial transaction in the next chapter when financial intermediaries are 
discussed 
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Earlier, in describing how the government finances a deficit budget, 
we wound up with the government issuing $100 000 in bonds, and the 
people holding both these bonds and the $100,000 in money with which 
they began 

Now suppose that the government imposes $100 000 in taxes without 
taking any product collectively The $100,000 in money is taken from the 
people, and then returned to them in exchange for their $100,000 in bonds 
The people are left with $100,000 in money and no bonds, the government 
has no claims outstanding against it 

Once again, money adds something to the operation Without money f 
those who gave up claims would be the same ones who held the bonds When 
money is used, one group of people (the taxpayers) give up claims while 
another group (the bondholders) simply exchange their bonds for money 
Of course, the membership of the two groups will probably overlap 

In the destruction of financial instruments, there are also two types 
of financial transactions the first type, in which people change the form 
in which they hold financial instruments (as when, for instance, the govern¬ 
ment gives money to bondholders in exchange for their government bonds) , 
and the second type, in which the people as a whole give up claims (as when, 
for instance, government imposes money taxes on the people) 

To test your understanding of financial operations, you should 
describe for yourself each step in the transactions by which claims are 
destroyed when the people take product from business firms or when the 
United States takes net product horn the rest of the world Be sure you can 
distinguish the first type of financial transaction from the second type 

III A POSTSCRIPT- INTERFIRM 
FINANCIAL RELATIONS 

This book is concerned primarily with intersectoral economic rela 
tionships involving transactions among the four major sectors the people, 
private business, government, and the rest of the world Hence most rela¬ 
tionships within any sector have been ignored 

The satr ic has been true of this chapter Finance has been discussed 
in terms of the money system and in terms of relations betvv een the people 
on the one hand and business, government, and the rest of the world on the 
other 

Yet some recognition should be made of the fact that firms have 
financial relations with each other, and with government and the rest of 
the world as well What this means is that virtually all firms have financial 
instruments, as well as product, among their assets 

In summary form, a typical firm may have a balance sheet of this 


sort: 
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FIRM X 



There are a number of reasons why a firm may want to hold 
financial assets 

1 Almost all firms want to hold some money, m order to be con 
stantlv prepared to take advantage of possible business opportunities to 
satisfy potential demands on them, or just to "make change ” Many smaller 
firms especially retail stores, hold more money than they probably want to, 
as they accumulate revenues from sales but wait to pay bills More money 
is tn fact, held by pn\ ate business than by any other sector 

2 The same general purposes may be accomplished, and some in 
come earned at the same time, if the firm holds financial instruments that 
may be easily and quickly sold without loss Such liquid assets might include 
special savings account tvpe instruments created by banks, short term gov 
eminent promises commercial paper” (short term promises issued by 
strong well known firms), and similar instruments 

3 While a physical asset owned by a firm is gradually wearing out, 
the firm may use the depreciation (see Chapter 5) to acquire financial 
instruments instead of capital goods For instance, if a firm owns one large 
machine that has an expected life of ten years, it cannot buy one tenth of a 
replacement machine each year It must wait until the machine is worn 
out before replacing it. The depreciation will be used to acquire financial 
assets together known as a "sinking fund ” When the ten years are up and 
the machine is worn out, the instruments may be sold and a new machine 
purchased 

4 Some firms own shares of net worth of other firms, primarily in 
order to control the policies of the firms owned 

Look at balance sheet (13) again Notice that firms must make 
arrangements (in the form of liabilities and net worth) to hold any asset, 
whether physical or financial If Firm X acquires more money, with no 
change in any other asset, its liabilities and/or net worth must increase. 8 

Despite the fact that a firm that acquires a financial instrument must 
issue a new financial instrument, the principles stated earlier still stand The 
financial instruments held by the people, that is total claims, increase only 
when business firms add to their holdings of product, or when government 

8 If a firm borrows the money die new asset will be money, and there will 
be a new promise coder liabilities. If it does not borrow the money (or issue new 
shares of net worth) the additional money under assets must mean the firm has 
made a profit on some transaction, and there will be an increase in the value of 
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of the 


units have defiat budgets or when net product is taken b\ the rest 
world 

The acquisition of financial instruments bv business firms cannot be 
the cause of an increase in the savings of the people Such transactions do 
complicate the finanaal relationships involved howe'er 

Take a couple of examples 

First assume that a business firm takes product and issues promises 
which are held b\ another business firm We might have 

BUSINESS FIRM A 
Holds Issues 

Product Promise ow ned 

$10000 by Finn B 

$10000 


BLSI^ESS FIRM B 


Holds 

Issues 


Promise of 

■Net Worth held 


Firm \ 

by the People 


$>0000 

' $10 000 



THE PEOPLE 



Hold 



Net W orth of 

Finn B 



$10 000 

(14) 


The people’s holdings of finanaal instruments increase just as before when 
businesses hold more product Much more complex cases can be imagined, 
and do exist but the rule still holds that when businesses take more prod 
uct the finanaal holdings of the people increase 

Business firms can acquire finanaal instruments as assets however, 
even when there is no business investment Suppose a business borrows some 
money from the people and uses it to acquire a government bond We 
should have 


FIRM A 


Holds 

Issues 

Government j 

Firm s promise 


held by the 

promise $1000^ 

people $1000 
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This Mould be the case for instance if the government unit had had a 
deficit and had sold a new bond to the business firm In such a case the 
peoples financial savings would increase on account of the government 
deficit even though the new financial instrument acquired by the people 
would be one issued by a business firm instead of by the government When 
ever a government unit has a deficit the people s savings increase regard 
less of whether it is a business firm or the people who buy the new govern 
ment promise 

These are only two fairly simple examples of acquisition of financial 
instruments by firms You can undoubtedly think of others But the most 
common cases cannot be understood without some examination of the opera 
tions of commercial banks and other financial intermediaries 

Th s examination begins in the next chapter 
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The financial transactions described rn the last chapter can allow organiza 
tions to issue restricted financial instruments to one set of individuals so 
that money may be paid to another set—those individuals who provide pro¬ 
ductive services to the organization 

This chapter has two objectives Fust, it will explore the institu¬ 
tional mechanisms by which organizations place restricted financial instru¬ 
ments with holders Such an exploration will involve a discussion of the 
functions of investment banks, bond dealers, stock exchanges, and other 
members of a class of organizations that will be called financial institutions 

Secondly, it will treat a type of financial transaction not discussed in 
the previous chapter—one that allows those who acquire newly issued 
financial instruments to hold them in a form different from that in which 
they are orginally issued by business, government, and the rest of the world 
Such a discussion will involve commercial banks, mutual banks, savings and 
loan associations life insurance companies, and other members of a class of 
organizations called financial intermediaries 

I FINANCIAL INSTITUTIONS 

Whenever a financial relationship is established, there is an issuer 
and a holder of some kind of financial instrument The relationship may 
or may not be negotiated For example, if jou want $10,000 worth of 
money to buy a house, you may go to a savings and loan association After 
some discussion, you will sign a promissory note and the association will 
transfer money to you You “issue" a promise and the association holds 
your promise. You will then transfer the money to the seller of the house. 
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th» money to the borrower—in this cz se, the public utility Such a firm is 
an investment hank 

The mam function ot an investment bark is to assist bus ness firms 
to find holders for the financial instruments thev want to issue Suppose 
rou are the treasurer ot our public utility firm, and voj want to get for 
your firm si00 million in money by issuing bonds, k our first step will be 
to publish a prospectus of the bond issue—a collection of pertinent in 
formation about Tour firm and about the proposed bond issue necessary 
partly because ot government regulation* zrd partly because prospective 
bond buyers will inson having such information An investment banker 
who ha* worked in assembling suJi information many times in the past can 
help rou He can also help you decide on the interest rare you will have to 
pay to make the bond* acceptable in the market—‘aiable in competition 
with bonds of other firms and other financial instruments 

When the details of vour bond issue hav e been worked out, you will 
take bid* on the entire $100 million issue. Investment banking firms, or 
"syndicates of them (groups of firms organized together for the single 
purpose of bidding on security issues) will bid on the bond issue. Since the 
investment banks or syndicates ordinarily wish to sell the bo"ds after buy 
mg them before bidding they will analyze the market and perhaps even 
get tentative agreement* from prospective bond buyers 

As treasurer you sell the whole $100 million bond i*sue to th- 
higbest bidder and as far as you are concerned the bonds are sold The 
buyer an investment bank or syndicate, immediately goes about selling the 
bonds presumably at a higher pace than your utility wa* paid The differ 
ence in pnce is the investment bank's income for its services. 

However if the bonds canrot be resold at a favorable price, the 
investment banks rather than your public utility, must suffer the Icks. If 
the bonds can be resold at an even higher pnce than wa* expected because 
of an unforeseen improvement in the bond market, the investment bank, 
rather than your public utility, gets the extra proceeds 

The name applied to the practice described here is “underwriting ” 
The investment bank urderwntes a bond issue when it* bid is accepted The 
amount of money the issuing firm will get is fixed the risks involved in 
final placement of the bonds being borne by the mi estznent banks 

Bond issues of state zrd local government urut3 are also underwnt 
ten by investment banks but the securities of the national government are 
handled by Federal Reserve banks (Federal Reserve banks are d^cussed 
in later chapters) 

Shares of net worth, in the form of stock certificates are also some 
tunes issued through and underwritten br, investment banks As a matter 
of common practice however, when a corporation issues additional shares 
of stock it gives the present holders of shares the right to subscribe to the 
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additional shares before they are offered to the general public Moreover, if 
the present shareholder does not care to exerase his right, he may sell it to 
someone who does 

The preceding applies to additional shares issued by an already 
existing corporation. A newly formed corporation maj also issue shares 
through an investment bank, but ordinarily the issue will not be under 
written. The im estrr.cnt bank will agree to make ev cry effort to find buvers 
at an agreed upon pnee but if the shares cannot be sold at the original 
price the price may be reduced or the shares may be returned to the issuer 
The investment bank assumes no risk, and operates on a commission basis 

Brokers and Dealers 

Consider another situation. Suppose that you hold 100 shares of the 
net worth of the General Motors Corporation. You deade that you would 
prefer to hold shares of the General Electric Corporation. You might know 
someone who holds shares of the General Electric Corporation and who is 
willing to make the trade, so that the transfer can be worked out by 
negotiation. But this is cumbersome and uncertain 

There is then apparently a need for the services of a firm that 
spenalizes in pairing off those who want to trade the financial instruments 
they own. A firm that speaabzes in this way is a brokerage firm The peo¬ 
ple who handle the trading of shares in a brokerage firm are called stock 
brokers If you want to sell shares for money or for the shares of another 
corporation you do not do it yourself, you have a broker do it for you 

As a third example suppose that you are the investment officer of 
a bank that holds some government bonds. Your bank wants to sell a mil 
bon dollars worth of bonds to get money to lend to the bank's customers 
You might be able to find another bank, a life insurance company, or some 
other finanaal intermediary that would like to buy the bonds But it would 
be much simpler if there were a firm that speaalized in buying and selling 
government bonds You could then sell the bonds promptly, and the firm 
could find another buyer Firms that speaabze in bupng bonds are ‘ bond 

It is important to all holders of finanaal instruments that they have 
an opportunity to exchange what they hold for money or for other finanaal 
instruments. You are much less reluctant to hold a finanaal instrument if 
you know you can always trade it for another or sell iL The opportunity to 
ixo so prompAy anfi to 'tne best advantage requires line existence of firms 
that speaalize in this activity You do not have to find a buyer or a seller, 
someone else will do it for you—foT a fee, of course 

The firms that «peaabze in assisting would be issuers of new finan 
aal instruments make up a finanaal market.” A place where many in- 
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vestment bankers brokers and dealers hav e their offices is a financial center 
Wall Street is referred to as the financial center of the United States There 
are smaller centers m all large a ties. 

The shares of manv large corporations are traded every dav It is 
com enient to have a central place in which orders to buy and sell are 
handled Brokers can then match orders to buv with orders to sell rather 
easilr A central place at which brokers gather to execute orders to buy or 
sell is a stock exchange ’ The New \ oik Stock Exchange is most widely 

The onlv shares that mav be traded on the floor of an exchange are 
those that are listed To hate its shares listed a firm must meet certain 
tests of size diudend payments number of owners of shares and the like 
Some of the giants and many of the somewhat smaller firms are listed on 
the American Stock Exchange also located in New York City There are 
stock exchanges in several other large cities 

When a transaction takes place on a stock exchange the name of the 
stock the number of shares and the pnee are reported This information 
is flashed by ticker tape throughout the country Financial and metropolitan 
newspapers report the number of shares of each stock traded the first last 
highest and lowest pnee for each day, the change in pnee from the previous 
day, the range of price during the rear and some other information Aver* 
age prices are also computed and reported to giv e an idea of the trend from 
day to day 

A few bonds are traded on stock exchanges with their transactions 
reported in much the same way as transactions in shares But most bonds 
are handled instead bv dealers who ' make a market ’ by offering to buy at 
one pnee and sell at another Brokers do not become owners of the shares or 
bonds they handle They are paid a commission for helping to transfer the 
ownership of a share or a bond from a seller to a buyer Bond dealers, by 
contrast, do buy from sellers and resell to other buyers The payment for 
the services of the dealer is the difference between the buying pnee and the 
selling pnee Transactions of this type are said to be earned out “over the 
counter” Pnces of individual transactions are not reported Instead, re¬ 
ports are made of a bid,” the pnee at which a dealer will buy, and an 
“ask ’ the pnee at which a dealer will sell Unlisted stocks are also traded 
over the counter 

Bond dealers in a financial center are constantly in touch with one 
another and with dealers in other financial centers, so that bid and ask 
pnces are almost uniform throughout the country, at least for frequently 
traded bonds. 

Some dealers specialize in particular types of bonds For example 
there are some dealers m New \otk Citj who specialize m federal govern 
ment bonds, others in "municipals ’ (the bonds of state and local government 
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units) still others in bonds of business Arms Whenever the price at which 
a seller will sell and the price at wh ch a bujer will buy provide a possible 
profit for a bond dealer there will be a dealer to work out the trade 

While there is a great deal of special zation among the firms operat 
mg in organized markets ’ some firms act as investment banks as brokers 
and as dealers and they handle almost every tjpe of financial instrument 
The term organized markets refers to the whole institutional arrange 
ments b) which financial instruments are issued and traded through invest 
ment bankers brokers and dealers It contrasts with the term negotiated 
markets referred to previously in which an issuer and a holder deal 
directly with one another 

II FINANCIAL INTERMEDIARIES 

In the preceding chapter it was explained how a business firm could 
issue financial instruments in restricted form (for example bonds) in ex 
change for product even though those who create the product insist on 
receding money for their services In general it will be true that those who 
issue new financial instruments—government business the rest of the 
world—will want to issue them in restricted form and that those who 
provide services to produce product will want monej The financial trans 
act ons as described can only be earned out however if there are some 
people other than those who provided productive services who want to hold 
such restricted financial instruments 

Each tjpe of instrument represents some kind of claim indicating 
that the holder has certain nghts The special characteristic of money is its 
genera! acceptabil ty in exchange for product Capital Stock represents other 
rights to a share in profits usually to participate in the naming of corpo¬ 
rate officers and so on Bonds include no right to share in profits but rather 
to regular interest payments as well as a fixed money payment at some 
specified future (maturity) date 

People who are willing to acquire and hold new financial instru 
ments may want other special characteristics which the issuer whether 
firm government unit or foreigner may be reluctant to offer For instance, 
one man may want to be able to transfer small parts of his holdings to 
others in exchange for money on demand, he wants in other words a high 
degree of liquidity ’ He may still want to earn income He wants in 
short the special characteristic of a savings account A manufacturing firm 
wishing to hold productive facilities will probably be unwilling to issue a 
savings account it will want to be sure it can hold the productive facilities 
indefinitely Another potential holder may want a pension when he is sixty 
five or life insurance protection Still another may want to share m the 
profits of business firms but to accept very little risk of loss Some may 
want money 
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There are finanaal transactions that make all the abo\e possible 
The existence of finanaal intermediaries makes it possible for the issuer of 
a finanaal instrument to issue it in one form the holder to acquire it in a 
second form and the persons who provide productive services to receive 
moneT 

Assume that a firm wishes to hold productive faalities worth 
$100 000 and that it is willin'; to issue corporate bonds to the people in 
exchange for monev <o that it rnav give $100 000 in rnonev to those who 
provide the services to produce the productive faaltOe". Suppose also that 
the people are unwilling to hold corporate bond*, but would be willing to 
hold $100 000 worth ot savings accounts. 

\> before assume that the people have $100 000 worth of monev 
to begin with We have 


THE PEOPLE 
Hold 

Monev $100000 (I) 

The people then take this monev to a finanaal intermediary and 
exchange it for savings accounts worth $100 000 The everyday expression 
for this is depositing monev * which was an accurate expression before the 
development of modem finanaal intermediaries, when people actuallr did 
"deposit* monev (gold or silver) for safekeeping but is an inaccurate one 
today Expressions like * deposit,” “withdrawal,” "money m the bank,” and 
the like, which suggr-t that finanaal intermediaries are places to hrrp 
monev, arc too ingrained in ordinary patterns of speech to do away with, 
vou should remember not to interpret them literally 

As a result of people exchanging their money for savings accounts, 
we have 


Fl\ {XCHL 

I\TERHEDHRY THE PEOPLE 

Holds Issues Hold 

Monev 5100 000 Savincs Savings j 

(accounts $100000 accounts $100 000* (2) 

^ ou should recognize this as a finanaal transaction of the first trpe, 
as discussed m the last chapter The people’s claims have changed form, 
without changing in amount. Since no product has been created, no net 
product has been taken bv the rest of the world, and no defiat financed 
collective consumption has taken place, the claims held bv the people cannot 
have increased. 
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The stage is now set for the business firm to issue a restricted 
financial instrument m the form of a promise (a negotiated IOU note or 
a corporate bond) to the financial intermediary in exchange for money The 
people are not affected in this step We have 


BUSINESS FIRM THE PEOPLE 


Holds 

Issues 

Hold 


Money $100000 

, 

Promise $100 000 

Savings accounts 1 
$100 0001 
(unchanged) 



FINANCIAL INTERMEDIARY 



Holds 

Issues 



Promise of firm 
$100 000 

Savings accounts 
$100 000 

(5) 

Finally now that the firm ha? money it can pay those who provide 
Services to create product for it We have 

BUSINESS FIRM 

THE PEOPLE 


Holds 

Issues 

Hold 


Product 5100 000| 

Promises $100 000 

Money $100 000 

Savings accounts 
$100 000 



FINANCIAL INTERMEDIARY 
Holds Issues 

Promise $100 OOOlSavings accounts 
$100 000 

W 

Note that the people now have both the savings accounts and the 
money with which they began and that the business firm now holds product 
worth $100 000 A financial transaction of the second type has taken place 
The introduction of financial intermediaries makes the problem 
somewhat more complex than those described in the last chapter it also 
allows for more elaborate arrangements in the economy Three kinds of 
financial instruments are involved the promise issued by the business firm 
the savings accounts held by savers and the money received by those who 
provide services All parties to the transaction are satisfied The business 
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The assets ther hold and the financial instruments thev issue are 
different, however from those held and issued bv most business firms 
Financial intermediaries principal assets are financial instruments issued 
bv others—bv business (including other financial intermediaries), bv got 
eminent, bv the people as individuals, and bv the rest of the world. Of 
course other tvpes of businesses do hold financial instruments among thar 
a^«ts they hold monev government bonds, or promises. But for most 
business firms, the hold ng of financial instruments is 1 no dental to thar 
pnmarr operations of growing manufacturing or selling product. The 
assets most eloselv associated with their mam business are phrsical not 
financial productive fatalities, inventories of physical product, machinery 
and the like: With financial intermediaries, the holding of financial mstru 
m*nts ts the principal business to them, the ownership of phvsical produe 
five facilities (vaults adding machines, and the like) is inadentaL 

The instruments issued bv financial intermediaries are d fferent from 
those of other tvpes of pnv 2 t- orgziuzations. The typical private business 
firm will issu- capital stock, bonds, and perhaps negotiated promises. A 
financial intermediary may also issue any of these same tvpes of instruments, 
but it> prirapal liability will consist of some kind of account Financial 
intermediaries are mert commonly distinguished from one another according 
to the type of account issued although differences also oust with respect 
to the type of asset* held. 

The following are some major tvpes of financial intermediaries 
together with the tvpes of account isrued and the tvpes of assets held 

1 Commercial lanls issue checking accounts and secondarily, szv 
mgs accounts (and a few oth-r tvpes of accounts similar to savings a c 
counts) m order to hold a d verse selection of assets. Thev specialize in 
the holding of short term negotiated promises of business firms and in the 
holding of bonds issued bv government units but thev also hold promises 
of housebnvrrs and of individuals and bonds of private organizations. Th*v 
do not bold shares of net worth. Beczuse commercial banks issue checking 
accounts which are a form of money special attention mu«t be given to 
them in later chapters. 

2 \Iulual tarings and loan cssociali ns and mutual sa~ings bants 
differ in some respects from cadi other mainly bv reason of regulations 
imposed on them bnt fo purposes of this bnef discussion thev are quite 
sunilar Both are “mutual" organizations, m e a n ing that technically the 
holders of accounts are owners of net worth, and receive “dividends" in¬ 
stead of “interest.” Both spe ci a liz e in holding the promises of housebuvrrs 
and m issairg savings accounts (technically “savings and loan shams” or 
“savings bank deposits") 

3 Life insurance companies are also financial intermediaries issuing 
“accounts” 2 nd bolding promises of various tvpes. Wbv h r e insurance 
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companies should be intermediaries requires some discussion and separate 
treatment is given this later in the chapter 

4 Mutual funds differ m an important respect from most other 
financial intermediaries The accounts issued by most financial intermedi 
anes are fixed in dollar value a one dollar savings account acquired today 
will be worth a dollar ten years from now Because the accounts they issue 
have fixed dollar values most intermediaries also hold assets that have fixed 
dollar values that is promises Commercial banks savings and loan associa 
tions and life insurance companies for these reasons hold little or no shares 
of net worth as assets since the value of shares of net worth is subject to 
change A mutual fund on the other hand does hold shares of net worth 
as its assets it will purchase and hold shares of capital stock in a large 
number of firms either specializing in a single industry or type of indus 
tnes or holding shares in a diverse variety of business types The accounts 
issued by mutual funds are (like the accounts issued by all mutual or 
gamzations) shares of net worth The dollar value of these accounts is not 
fixed as is that of a savings account but \anes as the value of net worth 
of the mutual fund vanes—that is as the value of the shares of net worth 
held by the mutual fund vanes Mutual funds satisfy the needs of business 
firms that want to issue their own individual shares of net worth and of 
individuals who want to hold net worth type financial instruments without 

putting all their eggs in one basket by taking the risks involved in buying 
single shares of net worth in individual corporations 

5 Pension funds are another type of financial intermediary They 
acquire income yielding financial instruments so that they may make regular 
money payments to those eligible for pensions under the terms of the fund 
There are several varieties of pension funds Some types hold only promises 
while others also hold shares of net worth 

6 Social security is a government operated program which for many 
individuals serves the same purposes as a pension fund Whether social 
security may properly be regarded as a financial intermediary has been the 
subject of some dispute, so this program will require somewhat more de 
tailed discussion later in the chapter 

Arrangements Allotted by Financial Intermediation 

The existence of financial intermediaries once again, allows the 
original issuers of financial instruments to issue them in a form appropriate 
to the purposes for which the instrument is issued, and for the ultimate 
holders of the financial instruments—the people—to hold them in a differ 
ent form a form appropriate to the purposes for which they decide to hold 
financial instruments Financial intermediaries thus bring together in a 
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financial relationship parties—issuers and holders—who would otherwise 
not be brought together 

Without the existence of financial mtermed aries )ou would prob 
ably be unwilling unless jou are quite wealth) to hold promises of house 
bujers of small business firms of the federal government and of individuals 
purchasing appliances and automobiles on time Through financial inter 
med ation however }ou do hold such instruments indirecti) if )ou own a 
savings account or a checking account As }ou will see in later chapters 
c\ cn pocket mone) technically currency is an account at a special t)pc 
of financial intermediar)—a Federal Reserve bank If you own currency 
>ou are the indirect holder of a variet} of financial instruments especial!) 
federal government promises 

For each account issued by a financial mtermed ar) and held by 
someone and for each promise or share of net worth issued by someone or 
some organization there is an indirect financial relat onship Because of 
the vanetv of financial mtermed anes and the wide variet) of accounts they 
issue and financial instruments the) hold there aie a large number of possi 
ble tvpes of indirect financial relationships The following are some of the 
more common types of indirect financial relationships offered as examples 
of the arrangements made poss ble through financial intermediation 

1 As noted some people may want to hold net w orth type financial 
instruments but maj not want to take the risks inherent in restricting their 
holdings to the shares of net worth of one or just a few corporations 
Mutual funds allow a large number of people to pool their wealth and buy 
a variet) of shares of net worth The relationship involved here is that the 
people hold shares of net worth indirectly 

2 Similarly in holding certain t)pes of life insurance policies and 
in holding checking accounts savings accounts and similar financial instra 
ments issued by financial intermediaries the people can hold the promises 
of business firms mdirecti) without taking the risks inherent in concen 
trating their holdings in the promises of a few corporat ons partnerships 
proprietorships Another advantage offered by an account with a financial 
intermediar) is d visibility the holder of a $1000 corporate bond must sell 
the entire bond if he needs money the man with small hold ng might be 
happier with a sav ings account wh ch allows him to exchange his financial 
instrument for as little money as he desires 

3 It is well known that the public debt—all current obligations of 
the federal government reflecting the net accumulation of budget defiats— 
is something we owe to ourselves Few people realize however that 
something over one half of the public debt is held by the people indirectly 
through some kind of finanaal relationship involving intermediaries (tn 
eluding government agenaes such as the Social Security Administration) 
If you hold a checking account, a savings account, certain kinds of life 
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insurance policies or a social security account you certain!) hold part of 
the public debt 

4 Financial intermediaries also allow some individuals to hold 
financial instruments issued by other individuals in the same indirect way 
A car buyer may issue a promise to a commercial bank if you hold an 
account at a commercial bank you are the indirect holder of his prom se 
In fact many people indirectly hold a part of their own promises by mam 
taming accounts at the same intermediaries that hold their promises 

5 Another arrangement made possible through the existence of 
financial intermediaries—commercial banks in particular—is the monett 
zation of promises Monetization means just what it sounds like con 
version into money Checking accounts as noted are a type of money 
Commercial banks acquire promises and issue checking accounts This 
means that instead of holding promises the people hold money the original 
promise has been monetized Currency as noted is another type of money 
Federal Resene banks acquire financial instruments especially government 
bonds and issue currency This means that instead of holding government 
bonds the people hold money the government bonds have been more 
tized As later chapters will show all our money represents the monetiza 
tion of promises originally issued by the people government business and 
the rest of the world 

Life Insurance Companies as Financial Intermediaries 

The insurance principle does not necessarily involve financial inter 
mediation Insurance is a system by which a large number of people can 
bear together the risks of certain eventualities For instance you do not 
know whether your home will burn doivn this year No one can predict 
accurately whether any particular building will burn But it is possible to 
predict with a high degree of accuracy how many homes will burn down 
in a given year Fire insurance is 3 device by which all home owners can 
bear together the costs involved in houses burning down regardless of 
whose home burns The premium you pay is your share of the losses in 
curred in houses burn ng down (plus costs of administration) 

Life insurance could conceivably operate on the same basis If life 
insurance companies provided insurance on only a year to year basis with 
each policyholder paying each year according to the risk of his death during 
that year (according to his age) annual premiums received by the insurance 
companies would just about equal annual payments to the beneficiaries of 
policyholders who died during the year (plus costs of administration) 
Because foresight is not perfect the two would never balance out exactly 
evenly so in years in which premiums exceeded payments life insurance 
companies would acquire financial instruments and m years in which 
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payments exceeded premiums they would exchange these instruments for 
money to pas to beneficiaries The amount of financial instruments held by 
life insurance companies would be fairly small under such an insurance 
system 

This kind of life insurance is available it is called term insurance, 
or one year term insurance With term insurance the older you get the 
higher are your premiums because risk of death increases with age For 
this reason other types of insurance are available and are generally more 
popular Because other types of insurance exist life insurance companies 
have occasion to hold large amounts of financial instruments and in fact 
are one of our most important types of financial intermediaries 

Life insurance agreements are becoming more and more specialized 
If you want some particular feature incorporated in your policy you can 
probably find a company that will give it to you The following are some 
banc types of insurance coverage available but do not exhaust all the 
poss bihties 

1 Many I fe insurance contracts are written on the level premium 
plan Unlike term insurance Under the level premium plan the policy 
holder pays the same amount each year to the company even though the risk 
of death increases with age When the policyholder is young and the nsk 
of death is low he makes higher payments than would be appropriate ac 
cording to his nsk of death The overpayments accumulate as an account 
with the life insurance company veiy similar in some respects to a savings 
account If the policyholder were to cancel his account, some money would 
be refunded to him It is therefore said that such an insurance policy has 
a cash value and the policy is sometimes referred to as cash vafue life 
insurance More commonly this kind of insurance is referred to as 

stra ght life 

Sometimes instead of making the same payments in later years as 
during youth a policyholder may want to make no payments at all after 
he reaches a certain age and still retain his insurance cov erage Such a plan 
would increase further the premiums he pays during the years in which 
he does pay premiums This kind of insurance is described as limited pay 
ment straight life. 

2 Some life insurance contracts provide not only for a payment to 

a benefiaary if the policyholder should die during the penod of the con 
tract, but also for a payment or a senes of payments to the policyholder 
bi-raatU •£ Vit "html/l V.vt Veyw/l i sxtfaw. ngt l*?. -ha. -ptlwcy 

holder not only has to pay the company enough to provide insurance pro¬ 
tection but also has to pay an additional amount to accumulate the sum 
that is to be pa d to him at a later date if he lives Whatever amount the 
policyholder pays in excess of the amounts necessary because of risk and 
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administrative cost is credited to him in his account with the company 
This kind of insurance is called endowment 

3 In mans cases when a policjholder dies the beneficiary does not 
receive a single lump sum instead the principal sum remains with the 
insurance companv and the beneficiarv takes a month !\ or annual pavment 
In such a case a declining principal sum remains with the companv as an 
account in the name of the benefiaarv Similarlv under an endowment 
polici the polio holder mai take regular paiments rather than a single 
principal sum when the polio matures During the period of pavment the 
pohoholder has an account with the insurance companv Regular pavments 
such as these made either to the pohoholder himself or to his beneficiaries 
if he d cs are called annuities 

In each of these three cases the account at a life insurance companv 
should be thought of as a financial instrument issued bi the insurance 
companv and held bj cither the pohoholder or his beneficiarv As in the 
case of other financial intermediaries a life insurance company not onlv 
issues accounts but bolds financial instruments—particular!? promises of 
house buyers business and government units 

4 Life insurance companies also handle pension programs for indi 
viduals or groups of individuals such as the emplovees of a business firm 
or the members of a labor union These programs involve an agreement 
wherebj payments are made by individuals or by a firm on behalf of indi 
viduals during the period of employment and pavments are made to 
individuals dunng the period of then retirement Especially dunng the 
early vears of such agreement more mone) will come in as pavments to the 
insurance companies than will go out as payments made b) them Thus the 
pavments establish a kind of account owned jointly b} those who are 
building up retirement benefits 

The pnvilege of exchanging these accounts for money prior to 
retirement maj be severelv limited and in many cases nonexistent [Sever 
theless while the program is in effect those who are covered bv such a 
retirement program hold a kind of account which comes under the general 
categor) of financial instruments issued b> financial intermediaries Mem 
bers of the plan then are also indirect holders of other financial instruments 
originally issued by government business and so on 

Social Security 

Not all pension funds however are administered bj life insurance 
companies When the trust departments of commercial banks administer 
pension funds each fund is kept separate and the financial instruments held 
by the funds are kept separate from those owned by the banks on behalf 
of ordinary depositors Labor unions also sometimes maintain pension funds 
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All such pension funds are members of a class of financial intermediary 
They proside an arrangement through which the people hold indirectly the 
financial instruments issued by business firms and government units 

State governments administer pension funds for the employees of 
state and local government units The financial instruments held by these 
funds are primarily bonds issued by federal, state, and local governments, 
these instruments are, of course, held indirectly by those holding "accounts” 
issued by the pension funds 

At first glance, the federal social security program may seem to be 
just another type of pension fund This is so because it does hold financial 
instruments (including the largest share of the federal public debt held by 
any one holder) and makes payments to account holders in the same man¬ 
ner that pension funds do There are differences, however, and the inter 
pretation of what social security "really" is has become a matter of con- 
t roversj 

Under social security is an unemployment compensation program, 
administered by the fifty states, and an old age and survivors' insurance 
program administered by the federal government Contributions to social 
security take the form of payroll taxes, part of which are paid by employes 
and part of which are paid on behalf of the employes by the emplo)ers 
Payments are credited to the Social Security Trust Funds, and payments 
are made from the Funds to individuals who are unemployed or retired, or 
to the survivors (beneficiaries) of persons covered by the social security 
program 

The social security program has been in effect since 1937 In its 
early years payments to the Trust Funds were far greater than payments 
from the Funds As a consequence, the administrators of the program have 
accumulated over $50 billion worth of federal government bonds in the 
name of the Trust Funds 

In recent years, payments to the Funds and payments from them 
have been just about equal, so that the amount of government bonds held 
has remained fairly constant The reason for this change to a balanced 
budget operation has been primarily that the benefits under the old age and 
survivors' insurance program have been increased by law by more than the 
payroll taxes hav e been increased 

As noted, there are two ways of viewing the social security program 
First it might be said that those who are covered by the program are the 
indirect holders of the $50 billion worth of government bonds held by the 
Trust Funds Under such a view, the social security program is to be con 
sidered a financial intermediary, and those covered are to be considered 
holders of “accounts” issued by the Trust Funds 

Instead, you might just as easily consider payroll taxes as essentially 
the same as other taxes, and consider payments to beneficiaries of the social 



THE INSTITUTIONS OF FINANCE 


155 


security program the same a» puments to other recipients of government 
transfer payments In such a view the social secuntv program is not a 
separate financial intermedian but is just another operation of the federal 
government The federal government in such a view has issued some 
bond* that it holds itself we would have to subtract this amount from the 
public debt 

When it was introduced the social secunti program was made 
palatable to some who opposed the notion of a welfare state b\ giving it 
some of the features of an insurance program The controlersy is whether 
the program is realh part of a welfare state approach nvolving a gov 
ernment obligation to take care of unemploved older and widowed per 
sons or whether it simpll follows insurance principles 

You can look at the program either wav but vou should be consis 
tent You can sav that the people who are covered by the social security 
program hold accounts that represent indirect hold ngs of government 
bonds In such a case you sav that the publ c debt is approximate!) *>300 
billion Or vou can say that the bonds held by the Social Security Trust 
Funds are irrelevant and that the public debt is about $250 billion If vou 
call the social security program a welfare state program you should not 
report the public debt as $300 billion 

The preceding discussion accounts for the most important types of 
financial intermediaries and financial institutions and describes the most 
common ways in which people hold original financial instruments indirect!} 
The financial structure of the economy is of course constderabl) more 
involved than can be described in a few pages in an introductory approach 
to economics and the variations in the financial instruments made available 
to the public is very great There are counselors who will advise >ou on 
the combination of financial instruments jou should hold And if )our 
Situation seems to require a kind of financial instrument not now available 
)ou could probably find an intermediary willing to tailor one to your 
purposes 

III JJ HEN ARE YOU SAVING? 

Mo«t people tend to think about their saving in simplified stereo 
tvp/d. U 'btCj V/v.e awnirtWig x/vta -Alrr Vrrey Yiav e mrt t'neir 
regular monthly obligations the} may take their leftover mone> and put 
it into a savings account a U S savings bond or some other instrument 
The newlj acquired instrument is thought of as their new savings 

Aside from the fact that money is not put into savings accounts 
or other instruments but exchanged for them there are two things wron» 
with this conception 
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First several of most families monthly obligations will involve 
saving instead of taking product The monthly paycheck may show deduc 
tons for a pension fund for social security taxes for a payroll savings 
plan and for other regular savings commitments There is some saving 
done then even before the family is paid money Part of the take home 
pay may be used to pay a life insurance premium (part of which is likely 
to involve saving) or make a monthly Christmas Club or mutual fund 
payment A large part of the paycheck is often used to make a mortgage 
loan payment which means increasing your equity in a house For most 
people then savings arc not just what is left over but arc part of the 
regular obligat ons of the household 

Second the money left over is part of the family s savings even 
before it is used to acquire a savings account There is an apparent reluc 
tance on the part of most people to include money as part of their savings 
and such people do not think of themselves as actually having saved until 
they have acquired some some nonmoncy financial instrument There is no 
reason for >ou to share their illus ons At this po nt whether families regard 
their money as part of their savings is not important What is important is 
that monej is a financial instrument and when it is held by the people 
does constitute part of their savings 

Most people then do a lot more saving than the) think they do and 
what is more they do much more systematic saving than they are aware 
of This fact will be of significance later when >ou see the relationship of 
saving and investment to economic instability 
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Because financial arangements are of such importance m the American 
economy a major role is assumed by financial inst tutions and financial 
intermediaries whose common function it is to br ng together directly or 
indirectly the issuers and holders of financial instruments Financial inter 
mediaries by doing so permit issuers of financial instruments to issue them 
in one torm and holders to hold them in another—in the form of some kind 
of account 

Perhaps the most important tjpe of financial intermediary men 
tioncd in the last chapter is the cor r trcwl bank The 14 000 American 
commercial banks do about one third (in dollars) of all the intermediation 
in the United States 

Any United States bank with checking accounts among its liabilities 
is a commercial bank The word commercial appears in the name because 
these inst tutions were originally created to fill the needs of commerce as 
opposed to industry With the growth of appliance and home loans and 
other tjpes of lending the commercial aspect is not as important as it 
once was and perhaps a better name today would be checking account 
banks 1 But the name commercial bank is well established and must be 
used here 

1 Commercial bank* also issue sav ngs accounts and other special zed types of 
accounts but these other accounts may be gnored n th s d scuss on because they 
do not involve any important d st net on between commerc al banks and other in 
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1 irilY STUDY COMMERCIAL BA\KS? 

Ei en thing said so far about finanaal intermediaries in general also 
applies to commercial barks Thn acquire prom ses and issue accounts. Like 
other mtermed anes they proude for indirect ownersh p of promises of 
or ginal issuers which in th s case include indmduals business firms got 
eminent un ts and foreigners in all categories. If commercial hanks are just 
another type o< financial intermediary why is separate—-and extensile— 
treatment of them necessary J \\ hy this chapter and the two that 
follow ’ 

In the first place commercial banks ate not just another type 
of finanaal intermediary There is a small but crucial difference between 
them and the others The accounts issued by commercial banks—checking 
accounts—are a form of moner 

Ei en this fact would not require special treatment of commercial 
banks yrere it not for four other factors 

1 The fact that the accounts issued by commercial banks arc a 
form of money means that they are created in a way different from such 
other accounts as sayings accounts life insurance accounts and the like 

2 There is a considerable amount of misunderstanding concerning 
the subject of money leading to some res stance to the ba ic principles in 
yohed It seems necessary not onli to tell you how the money system 
works but to make sure you are convinced that it does work that way and 
that you are satisfied that there is nothing fundamentally "tong with it 
w rk n" that yray 

Moreoser many people talk about money when they really mean 
someth ni» else ^ ou ha\e probably read the boasting by important firms 
about how much monej they ha\e put in circulation in the area through 
the r large payrolls or haic heard politicians fay or (or condemn) go\em 
ment spend ng on the grounds that it puts more money in circulation It 
is useful to examine the transact ons that actually do put more money 
m circulation 

3 De'p te the fact that some people may talk about money when 
they really mean something else money itself may from time to time actu 
ally desen e some attention As a matter of fact the money system is a prime 
focus for goremment policy affecting aggregate employment income and 
thepnceletel Because monetary policy’ is important some attention must 
be gn en to the money system and to commercial banks 

4 In ereryday speech the word ‘money —or dollars’—is giyen a 
number of meanings Many of them fall into tw o categories 

(a) Monej is a special type of finanaal instrument one generally 
acceptable m exchange foy product or sen ices In the United States money 
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consists of checking accounts and currency This is the only meaning used 
in this book for money 

(b) But the word “money” is also used sometimes carelessly as a 
measure of the value of things This usage accounts for such common but 
misleading expressions as “How much money do you make' 1 ” (The refer 
ence is not of course, really to making money, which would usually in 
volve counterfeiting ) I put my money in a savings account ” or My 
money is in real estate" (Nothing of course, was actually put into any 
thing The man whose “money is in real estate” does not really mean he 
has buried some currency in the ground ) 

To be precise, and to avoid confusion this book must make a dis 
tmction between “money” and ‘money’s worth ” For the expressions above, 
you would have to substitute “How much income do you earn(or ‘ How 
many dollars’ worth of income do you earn ? ”) and “I exchanged mv money 
for a savings account of equal value ” or * My wealth is held in the form 
of real estate " 

People commonly use “money” in both ways, without making a dis 
tmction This practice probably accounts for the almost mystical way in 
which many people approach the subject of money If they are told for in 
stance, that a certain institution creates $10,000 worth of money, they think 
of the act as being similar to the creation of $10 000 worth of real estate 
or $10 000 worth of product The creation of money seems almost magical 
The new appearance of dollars is confused with the new appearance of 
dollars’ worth For this reason, it is worthwhile noting now that the in 
stitutions that in the United States are responsible for creating money per 
form nothing magical, and actually create no new dollars' worth at all 

You may work hard to “make money” Certain institutions “make 
money" with no effort at all This situation would seem unfair to anyone 
who thought of the expression “make money" as meaning the same thing 
in both sentences 

II CREATION OF ACCOUNTS AT 
FINANCIAL INTERMEDIARIES 

All financial intermediaries are alike in one respect They hold 
financial instruments as assets, and issue other financial instruments as li¬ 
abilities and as shares af net watjJ? This xmaw J.haf iS j&u ksM s Hasuctsi 
instrument issued by a financial intermediary—a savings account, a mutual 
fund certificate, or even money—you are indirectly holding a promise or 
share of net worth issued by one of the economy’s ultimate issuers 

This relationship holds true for all type of financial intermediaries 
There is a significant difference, however, in the manner in which the rela 
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tionship is first established for different types of financial intermediaries 
Accounts at financial intermediaries come into existence in essentially two 
different ways depending on the type of account involved 

The first w ay in which an account might come into existence is the 
simpler of the two, because it conforms with “common sense —that is with 
ideas vou probably already have How do you get an account at a financial 
intermediary 7 In most cases the answer you would immediately give would 
be the correct answer jou would give money for it. 

For example, if vou wanted an account at a savings and loan asso¬ 
ciation you would bring money to the association and give it up in exchange 
foT an account. As far as jou are concerned, you are giving U P °ne type of 
financial asset in order to hold another As far as the savings and loan asso¬ 
ciation is concerned it has a new liability—jour account—and a new as¬ 
set—the money jou brought it. The association then transfers the money 
to a house buyer in exchange for a house buyer’s promise. The savings and 
loan association has then done what you first did it has changed the form m 
which it holds assets giving up money in order to hold another type of 
financial instrument By these transactions, you hav e an account at a savings 
and loan association and less money, someone else has the money you 
formerly had No other accounts are affected, for the economy as a whole, 
there is an increase in the accounts of savings and loan associations, and 
there is no change in the amount of money The counterpart of your ac¬ 
count at the savings and loan association is the new promise of the house 
buyer 

One thing to note is that the savings and loan association dealt 
separately with the promisor (borrower) and account owner( saver) Un 
less a commercial bant is involved, financial intermediation always takes 
two steps (1) someone giv es the financial intermediary money in exchange 
for an account or an increase in the value of an existing account, and then 
(2) the intermediary gives a borrower (or issuer of a share of net worth) 
the money in exchange for a financial instrument. 

The reason such intermediation takes two steps is that the borrower 
and the account owner will necessarily be two different persons. If you 
wanted to borrow from a savings and loan association, you could give it a 
promise, and it could give you a savings account in exchange, only one 
transaction would be required But if you are a borrower, you will not 
want a savings account. You will want money If you want money, two 
steps are required 

This two-step method of creating accounts applies to almost all 
financial intermediaries and to almost all tvpes of accounts It applies to 
mutual funds and mv estment trusts to savings banks and savings and loan 
associations, and to insurance companies, both “stock” and * mutual.” 
It applies then, to such accounts as mutual fund certificates, savings accounts 
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and insurance policy accounts It does not appli to commercial banks or 
to the accounts they issue checking accounts which are a form of money 
The two-step explanation applies onh to nonmone* accounts 

The first step in explaining how nonmone* accounts come into exist 
ence is to sa* that you bring mone* to the financial intermedtan But when 
the subject is commercial banks the question must be Where did mone) 
come from m the first placed B* what transactions does mone) come into 
existence ? 


Money Issuing Banks 

Where does mone) come from 3 For the answer to this question it is 
necessan to consider the operation of mone* issuing banks because accounts 
at mone) issuing banks are mone* Mone) is an account at a mone* issuing 
bank 

In the Lmted States there are two t*pes of mone* issuing banks 

1 Commercial banks which issue checking accounts and 

2 Federal Resene banks which issue currenc) 

Federal Reserve banks will be discussed in the next chapter This 
chapter will concentrate on commercial banks In this chapter and the next 
in order to asoid constant repetition of the somewhat awkward expression 
mone) issuing bank(s) the expression bank(s) is used alone to signif* 
commercial banks and/or Federal Resen e banks It should be understood 
that savings banks and investment banks are specificall* excluded when the 
word bank(s) is used alone 

In this discussion as in other areas in economics there is an im 
portant difference between the whole and the part sometimes reference 
will be made to the banks referring to all banks considered together and 
sometimes reference will be made to a bank or ) our bank referring to 
one single bank alone 

Registered and ‘ Unregistered Money 

Mone) is what tou commonl) receive when )ou work and surrender 
when )ou pa* *our bills Mo t bills are paid b* checks which transfer the 
ownership of checking accounts at banks The account not the check is 
mone* The check is s mpl* a means of transferring the ownership of an 
account Most currency the other means of paj ing a bill is also m a sense 
an account at a bank The banks that provide currenc*—the Federal Re¬ 
serve banks—issue Federal Reserve notes which are passed from hand 
to hand in pa*mg b 11s In the case of Federal Re en e mone) the currenc* 
and not the account is considered to be mone* If vou w rite a check to pav 
a bill and then accidental!* destro* the check \ou have destroved no 
mone) , but if you accidental!* destro) currencj the mone) is gone 
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account by the deposit of curency someone else is decreasing a checking 
account bj a withdraw a! of currency The taking of currency to banks by 
people does not explain an increase in the total amount of checking ac 
counts owned by the people (except on a seasonal basis—during some 
seasons more people bnng currency to the banks than withdraw currency 
and in other seasons the process is reversed) In any event bringing cur 
rencv to the banks could only increase the amount of checking account 
mone\ it could not explain an increase in the total amount of monev 

The checking accounts of business firms and individuals increased 
in value from approximately $73 billion to almost $120 billion between 
1946 and 1963 If this increase of about ^45 billion in value of checking 
accounts is not explained b\ the bringing of checks and/or currency to the 
banks what does explain the increase ? 

III THE ORIGI\S OF CHECKIJS G ACCOUNTS 

Suppose you operate a small manufacturing firm and wi'h to expand 
your inventory preparatory to the Christmas season kou go to vour bank 
and negotiate a loan giving the bank a promissory note Ordinarily the bank 
will then simply make an addition to your checking account as a way of 
giving you the money you have borrowed That is all there is to creation 
of checking accounts 

In T account (1) you are shown to have borrowed $5000 The 
banks assets have increased since the bank now holds your promise and 
the bank s liabilit es have increased s nee vou now hold a checking account 
at the hank The increase in your checking account was not accompanied by a 
decline m anyone else s checking account Instead the total amount of check 
mg accounts has increased Your new checking account is also new money 

FIRST NJTIO\AL BASK 

Holds Issues 

\ our promise lo pay ik out checking account 55000 

the bank $:>000| (1) 

For emphas s it should be repeated that when you borrowed $3000 
from the bank the bank did not have to get the money from anywhere 
It simply issued a new checking account to you 

Th s transaction explains what is meant by the often used expres ion 
banks create money Banks is.ue money in exchange for promises Other 
financial intermediaries create other tipes of accounts (such as savins ac 
counts) when they act as intermediaries between promisors and account 
holders But banks alone create money when they act as intermediaries be 
tween promisors and account holders 
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The major difference between the operations of banks and of other 
financial intermediaries must be emphasized not because these intermediaries 
are so different (they are really essentially alike in most respects), but be¬ 
cause the distinction is necessary to understand the origin of money With 
intermediaries other than banks (savings and loan associations, for ex 
ample), there are two separate transactions, two distinct steps some people 
bring money in exchange for new accounts or for additions to old accounts, 
other people and production groups bring promises in exchange for that 
same money With banks these two transactions are merged into one The 
creation of checking accounts requires only one distinct step When a bank 
acquires the promise and issues a new checking account, the person from 
whom it acquires the promise and the person to whom the new account is 
issued are the same That same person may immediately or later transfer 
that new account to someone else, but he gets the account first, in direct 
exchange for a promise 

Return for a moment to the illustration Your firm has been issued 
a new checking account in exchange for a promise and it is easil) seen that 
total checking accounts have thereby been increased But jou are not going 
to hold that checking account indefinitely You borrowed in order to ex¬ 
pand your inventory You will write checks to transfer that account to 
someone else When you have spent the entire checking account, does the 
new money disappear’ The checking account disappears from } our bank, 
but when your checks are deposited in other banks, the checking accounts of 
others increase Spending money does not destroy money , it merely transfers 
it to someone else 

Before you have spent the money, the financial relationship corres 
ponds to the first type of financial transaction described in Chapter 7 you 
and the bank have merely exchanged financial instruments In holding a 
checking account you are indirectly holding your own promise But when 
the money is spent and falls into the hands of those who did not acquire it 
by borrowing the financial intermediation is complete You have issued a 
promise someone else holds your promise indirectly by holding money The 
financial relationship is now no different from that brought into existence 
through the intermediation of insurance companies savings and loan asso 
nations and other intermediaries You have issued a promise, which some 
one else holds indirectly in the form of an account at a financial inter 
mediary 

When you spend the money and your checking account is depleted 
and someone else s increased it is likelv that the liabilities of your bank— 
its total accounts issued—will decline This is so because it is unlikely that 
your check will be redeposited in the very same bank on which it was 
drawn As your bank’s liabilities decline, its assets must also decline This 
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points up a very special administratis e problem faced by commercial banks 
and to some extent bv other intermediaries but not generally faced by other 
tapes of businesses Banks 1 ab lities are subject to transfer by check and 
may fluctuate in amount Nonfinancial corporations wh ch may issue 
liabilities in the form of long term bonds do not face the problem of fluctu 
ating liabilities and may be fairly sure that they can hold their assets for 
a long time Banks do not enjoy the luxurv of such assurance 

How banks manage to transfer assets when their liabilities are trans 
ferred by check will be discussed in the next chapter At this point it can 
only be noted that because banks are subject to swings in the value of their 
liabilities some of their assets must be extremely liquid—that is quickly 
salable without significant loss in value In fact banks must keep some 
money —currency and checking accounts at other banks—among their as 
sets But the amount of money held by banks will rarely exceed 2 percent or 
3 percent of their total assets Th s is a far crv from the image man) people 
have of banks as places to keep money 

In fact man) people seem to think that they suppl) the banks with 
money The truth is the reverse the banks supply the people—and business 
firms—with money 

Repayment of Dank Loans Destroys Money 

The general rule then is that banks issue new checking accounts— 
new mone)—when they acquire the promises of borrowers such as )our 
manufacturing firm The rule also follows that when the loans are repaid 
and the promises canceled the money is destro)ed 

After the Christmas season )our manufacturing firm will have ac 
cumulated some money as receipts for the sale of product You will now 
pay off )our bank loan You write a check for $5000 and gi\ e it to the bank 
in exchange for )our promise which is then canceled The bank which now 
has )our check deducts $3000 from your account You now have $5000 
less in money and no one else has any more money The money has been 
destroyed 

When bank loans are repaid then total checking accounts decline 
This raises a problem Since every loan presumably will someday be 
repaid so that all checking accounts created by bank lending are eventually 
destroyed how does the money supply ever increase’ How did total check 
mg account increase by some $45 billion since the end of World War II’ 

The growth of checking accounts over these years means that during 
that time more was borrowed than was paid back to commercial banks This 
conclusion does not mean that loans were defaulted upon but instead that 
borrowing from commercial banks has generally been increasing m the post 
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time is very likely to be different from the person to "hom the checking 
account was original!v issued Sect nd the willingness of the people to accept 
bank accounts—money—con be taken for granted \nsone will accept cur 
renci or checking accounts although he may soon pass this money on to 
someone else 

Y\hen you want to know how much monev can be created—the 
value of checkin * accounts that can be issued— iou focus not on the willing 
ness of people to hold the accounts but on the promi es coming into banks 
(The size of the monev supply is effectively limited however bv federal 
regulation as will be discussed in Chapter 11 as w ell a> by the w lllingness 
of people to issue promises and bv the willingness of bankers to accept 
them ) 

But the willm^ne s to accept sai mgs accounts cannot be taken for 
granted When jou want to know the value of savings accounts that can 
be issued you focus bath on the promises coming into savings and loan asso 
ciations and savings banks and on the willingness of people to accept such 
accounts in exchange for monev The people must first show their willing 
ness to own savings accounts then and only then mav the promi es be ac 
quircd by the financial intermcdiarj 

In short holding someone elves promises indirectly by holding 
money usualU requires no initiative bv the monej holder kou are paid 
in the form of monev until you spend it and jou do not spend it all lm 
mediatelv upon being paid When >ou hold monev jou are participating 
in a financial relationship even if jou hold monej for a few days that 
monev still corresponds to a promi e issued bv someone else On the other 
hand hold ng someone el e s promt es indirectly bj holding a savings ac 
count does require initiative bv the account holder ^ ou must go to a 
savings and loan a vouation or other financial intermediary that issues sav 
ings accounts and exchange money for Mich an account In the case of banks 
the only initiative required is that of the borrower in the ca.c of other 
intermediaries initiative is required on the part of the borrower and of the 
holder of the account 

U ho Actualh * CreA/onev 9 

Some additional illustrations involving several basic tvpes of check 
ing account creating transactions should serve to iron out difficulties both 
in understanding the process bv which banks create money and in being 
able to believ e that banks do create money 

First let us see who creates what ^uppoe jou have been cm 
ployed by a business firm for a week and today Friday is payday The 
company has the product of your services (unfinished commodities held as 
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inventory), and it records on its books that the services you have provided 
are valued at $100 The difficulty is that while your part in the production 
process is complete the product is not really “finished ” Your job, let us 
say was to assemble, wire, and solder the basic components of a transistor¬ 
ized portable radio But before it can be sold, the radio must be aligned, 
tested and inserted in a cabinet Not having jet sold the product of your 
labors the business firm has no money What can it do in order to pay you? 

Perhaps the firm will take a legal looking piece of parchment paper 
and write on it “The Kleer Aza Bell Radio Co promises to pay the bearer 
of this certificate $100 on demand " If you accept this instrument as settle 
ment of the firm's obligations toward you and find that your grocer, land 
lord and banker are also wiling to accept it as a means of payment, the 
certificate written out by the firm will constitute money The firm, in that 
case would have by itself created money It would have issued money as a 
liability to allow itself to hold product 

This type of transaction, in which a firm, in technical terms, "draws 
a draft against itself ’ is not today as common as it once was A very similar 
transaction is more common state and local government units often make 
payments by writing checks (sometimes called “warrants”) not against 
checking accounts in commercial banks, but against their own treasuries 

There are several reasons however, why the Kleer Aza Bell Radio 
Co is not likely to create such an instrument In the first place, it would 
probably be unable to ‘ pay the bearer on demand”—that is, be prepared to 
give currency or a checking account to some future holder at any tunc the 
holder wanted, and it would hence prefer to issue a restricted financial in 
strument Furthermore your grocer, landlord, and banker would not be 
likely to be willing to accept the instrument as a means ot payment, and be 
cause they would be unwilling to accept the instrument from you, you 
would be unwilling to accept it from the business firm 

But the radio firm has open to it a course of action that is tanta 
mount to issuing money The firm cannot issue money, but it can issue a 
financial instrument—one by which the firm promises to pay a bank (not 
“the bearer’ ) $100 at the expiration of, say, ninety days (not ‘on de 
mand ) If a bank is willing to accept the firm’s promissory note, the firm 
will be issued a checking account, which the firm may transfer to you in 
settlement of its obligation to pay you 

The oi the Jizok, then, .i? not to “c.reatf jw/ah The md-'O 
firm creates the new financial instrument so it can hold product The role 
of the bank is to monetize” the firm s promise—to transform” it into a 
form which is acceptable to you—money 

When the employer gives the promise to the bank and receives a 
checking account in exchange the relationship will be of this sort 
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Him fir \ou hate created product ht prodding $100 worth o{ 
sort ICC' and you hate a claim against the l>rm \ thin! at $100 The lima 
holds product b\ tirtue of tour shun avaunt it The firm ha> also issued 
a promise in order to hold monet 1 he bank ha' issued an account m order 
to hold a promise 

When you are paid the monet the firm will no longer hold the 
monet anl will no longer hate an obligation to pat mi \ou will hate 
the monet and the records of the firm and the bank w ill show 
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Unfinished radios 
$100 

promise lo pa) 
hint, in *)(i data 
$100 

Promise of kleer 
Ara Hell Radio j 
Co $1001 

\ our mone) $100 

(3) 


Two points maj be noted (1) Monet has been created m this 
example There is $100 more worth of monet than there was before The 
process ht which mone) was create! was that a bank acquired a promise 
and i tied an account Hut (2) the bank though it is.ued monet did not 
rcallj err He an) thing—did not create new dollars’ w orth I ts role w as to 
inonetire ’ a promise 

W’h/io. tjbe. ea-lu-s-a-en facalh, aJ-cgwl. tewl v?<!, t«l,i vt/L 

the firm acquires monet from the sale of them it can surrender the monet 
to the bank as it promised to do 1 he bank mere!) relucts the compan)’s 
checking account b) $100 and returns the canceled promise to the firm 
Since the compan) will at that point hate less monc) anl since no one 
else will hate an) more monc) (wh> won t the hank hate the monej >), 
the total amount of mone) wilt be reduced b) $100 
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IV MONETIZING ASSETS 

To recapitulate the theme so far people provide services and create 
product and in an advanced interdependent economy they take product 
of equal talue but not necessarily the same product they have created 
Such an economy needs a set of arrangements through which services may 
be exchanged for product In all economies in which people create one 
product but may take another there is some type of money In the American 
economy money is an account at a particular type of financial intermediary 

When people provide services to a firm to create product the firm 
may issue a promise to a bank The bank monetizes the promise giving 
the firm a checking account (or increases the value of the firms existing 
checking account) The money is then given to the people who no longer 
have claims aga nst the firm but have generalized cla ms to product When 
the people (not necessarily the same individuals) take the product they 
surrender money to the firm The firm then surrenders the money to the 
bank The promise is canceled and the money is destroyed 

Under such a system money appears when it is needed to ac 
commodate the people s des res to take product other than that which they 
have created and money disappears when it is no longer needed when 
the product has been taken 

Money s Many Roles 

If money comes into existence only to effect an exchange and goes 
out of existence when the exchange is concluded why should there always 
be money in existence* It would seem there should be money m existence 
only in the interim between the creat on of product and the taking of 
product by the people 

There are several reasons why you will never find that all money 
has disappeared 

First all transactions do not take place simultaneously in neat sepa 
rate periods Firms will always have some unsold product and people 
will always have some unspent money 

Second some people want to hold money more or less mdefin tely 
While people who want to saie ordinarily want to hold an instrument that 
provides ownersh p income (interest or dividends) life insurance protec 
tion or some other advantage there are certa n advantages m hold ng 
money If you are a person who does not want to let his checking account 
balance get below say $200 you fall into the category of those who want 
to hold money indefinitely 

Third and most important firms also want to hold money in 
definitely As was noted at the end of Chapter 7 precautionary or oppor 
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tunistic motives lead business firms to hold more money thin is held by 
anj other sector 

And fourth money is not only used to effect in exchange of sen ices 
for new product created but is also used for the exchange of already existing 
asset both physical and financial 

Hence there is no exact correspondence between the amount of 
money m ixistence at any time and the amount of economic activity going 
on at that time This is one reason why attempts to prove that the amount 
of money in existence affects the level of economic activity or the level of 
prices ordinarily have failed 

Monetizing ‘ Old ' Assets 

Moreover there is no exact correspondence at any time between the 
amount of borrowing from banks and the amount of money in existence 
Banks are like other production groups in that when they want to hold 
something as an asset they must issue something as a liability or as net 
worth When banks acquire an asset they can issue a new checking account 
as a liability The newly acquired asset docs not have to be a new promise 
of a business firm 

For instance assume that you own a $1000 government bond repre 
senting a promise the government has made to surrender $1000 worth of 
money to you at some specified future t me You decide to buy a new auto 
mobile and find that once the trade in value of your present car has been 
deducted from the price of the automobile you still need $1000 worth of 
money to complete the transaction 

If the automobile dealer wants a $1000 government bond you might 
simply give him the bond and take the car But such a transaction is un 
usual government bonds are not usually employed as money—that is, as 
a means of payment 

So you Will sell your bond To simplify the matter assume that you 
sell the bond directly to a bank although ordinarily a bond dealer would 
intervene between you and the buyer You give the bond to the bank and 
the bank gives you a checking account worth $1000 For the bank, we 
would have 


SECOND NATIONAL BANK 

Holds Issues 

Government |\our money 
promise 51000 51000 


(4) 
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FEDERAL RESERVE BANKS, 
THE TREASURY, AND MONEY 


Money it has been noted consists in the United States of checking accounts 
and currency The preced ng chapter explained the origins of money that 
takes the form of checking accounts the form that comprises approximately 
80 percent of the formally counted money supply It remains to discuss 
the origins of currency the form of money that comprises the remaining 
20 percent 

Many people begin the study of economics with two preconceptions 
about money preconceptions that are decidedly misconceptions and al 
though the analys s presented in the preceding chapter in this chapter and in 
the next chapter should prove sufficient to dispel these ideas perhaps it is wise 
to deal separately and specifically with them The first is that since ordi 
nanly you take money to the bank to get a checking account checking 
accounts are not money but merely represent money Checking accounts 
are widely used to pay individuals for their productive services and to buy 
product and thus themselves satisfy the definition of money Implicit in 
the m sconception is the idea that currency and money are identical that the 
two words are mutually interchangeable Currency is a type of money but 
money and currency are not identical 

The second misconception follows in part from the first Many people 
when asked to explain the origin of money will say that it is issued by the 
federal government You have already explored the origin of checking ac 
counts and hence can be sure that at least 80 percent of the money supply 
is not issued by government but by commercial banks The people who rely 
on some government activity to explain the existence of money really once 
again have in mind currency But federal government activity accounts for 
only a small (and declining) fraction even of currency in existence and 
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for an even smaller fraction (about 3 percent) of the total money supply 
Because of the relative ins gmficance of government issued monej we may 
deal with U S Treasury money as an exceptional case rather than as the 
rule in explaining the origins of money 

I THE SOURCE OF CURRENCY 

Checking accounts it will be recalled come about as the result of 
a borrowing or other transaction by wh ch the banks 1 come to hold financial 
instruments that they did not formerly hold Checking accounts once in 
existence need not be owned by the persons or groups to whom the banks 
originally issued them but instead can be transferred to others so that your 
ow n holding of monev does not necessarily imply that y ou borrow ed from 
or sold a previously existing promise to a bank 

Suppose that some of those who have checking accounts want cur 
rency In effect these people would be saying that they no longer want the 
ownership of their money recorded They want money that can be trans 
ferred without checks endorsements and deposit slips (and without ques 
t on) 

The transactions that give rise to the existence of currency are in 
essence very simple The people come to the banks to exchange their check 
mg accounts for currency The banks simply record a reduction in the 
checking accounts of their customers print an equivalent amount of cur 
renev and give it to their customers and record an increase in currency 
issued The amount of money owned by business firms and by individuals 
remains the same the only difference is that a greater part of this money 
is unregistered 

If you would like to argue that your bank—the commercial bank 
with which you do business—does nothing of the kind and that if it did 
print currency you would call the FBI just remember that your bank 
is not the subject of discussion When you cons der all money issuing banks 
(the commercial banks and the Federal Reserve banks) your exchanging 
a checking account for currency ( cashing a check ) does nothing but 
change the form in which you hold money and change the form in which 
all money is held Perhaps this can be seen more clearly if the major ac 
counts of money issuing banks are put together as in T account (1) 

Actually these accounts are split up among a large number of banks 
But when they are considered together you can eas ly see that currency 
issued can increase and checking accounts decrease with no change either 
in the assets of the banks or in the total supply of money 

1 Recall that the express on the backs is used here as ao abbrev ation for 
the express on money issuing banks and includes the commercial banks and the 
Federal Reserve banks but not investment banks savings banks blood banks etc. 
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ALL MONEY ISSUING BAM^S MAJOR ACCOUNTS 
(in billions of dollars) 


Assets held 


Accounts issued 


Promises of bus ness 


Currency issued 

525 

firms government un 

lltS 

Checking accounts re 


and individuals 

$104 

corded as customers 


Gold certificates * 

21 

money 

100 


5125 


$12t> 


•Gold Cert Scares are special financial instruments issued by the U S Treasury 
Department and held as assets by the Federal Reserve banks Their meaning ong n 
and use will be d scussed later n th s chapter 

Considering all money issuing banks together does however ef 
fectively obliterate from the record a number of compl eating transactions 
among banks for the particular banks that issue currency do not issue 
checking accounts and vice versa The preceding chapter included an analy 
s s of the transactions that give nse to the issue of checking accounts by one 
tjpe of bank the commercial bank The other part of the story entails in 
vestigating the fundamentals of the operation of the banks that issue cur 
rency the Federal Reserve banks 

The Federal Reserve Banks 

In the United States there are 14 000 commercial banks Commer 
cial banks issue checking accounts but may not issue currency If you want 
to exchange your checking account for currency you will go to a commercial 
bank but while commercial banks will give you currency they do not 
issue currency but instead ordinarily get it from other customers who wish 
to exchange currency for checking accounts When commercial banks have 
to give out more currency to their customers than they receive from them 
they will get additional currency from the Federal Reserve banks 

There are twelve Federal Reserve banks all of which issue cur 
rency Currency issued by Federal Reserve banks is called Federal Reserve 
notes Among banks only the Federal Reserve banks are permitted to issue 
currency The Federal Reserve banks also issue accounts called reserve ac 
counts but these are somewhat different from the checking accounts issued 
by commercial banks Accounts at Federal Reserve banks are held by com 
mercial banks by the federal government and temporarily (as will be ex 
plained later) by individuals and business firms In addition for reasons 
which do not concern us here accounts issued by Federal Reserve banks are 
owned by other banks in foreign countries which there perform the same 
functions as the Federal Reserve banks perform in the United States 
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The Lnitcd States (including Puerto Rico and the Virgin Islands) 
i> divided into twelve banting districts each district is sen ed by its own 
Federal Reserve bank The different districts and Federal Reserve banks 
are not ot equal size or importance New \orfc City is a major American 
and international financial capital and the Federal Reserve bank of New 
k ork accounts bv itself for one fourth of the assets of all Federal Reserve 
banks It to the>e assets are added the assets of the Federal Reserve banks 
of Chicago and of San Franasco over half of the assets of the twelve 
Federal Reserve banks are accounted for 5 

In most important respects the Federal Reserve banks act as a single 
unit rather than independently and for that reason you often hear refer 
en~es to som* action taken bv the Federal Reserve System or just simply by 
the Federal Reserve Technically the twelve Federal Reserve banks are 
independent in a number of wavs the net worth of each is legally owned 
by the commercial banks it serves and each has its own officers and di 
rectors But the^e officers and directors do not make the most important 
decisions affecting the actions of the Federal Reserve banks, such decisions 
are made imtead bv the Board of Governors of the Federal Reserve System 
who«e members are appointed by the President of the United States, and 
whose officers are in W ashmgton D C 

Thus the Federal Reserve is a unique organization or group of 
organizations. Their net worth is pnvatelv and separately owned but they 
operate much like government agencies and as a unit The commercial 
banks in each Federal Reserve district own the net worth of the respective 
Federal Reserve banks but receive a fixed rate of return on that investment, 
the residual share—any profit in excess of the fixed amount paid to the 
commercial banks—goes to the federal government technically as taxes. 

Virtually every independent nation in the world has a ‘central 
bank serving the same purposes as the Federal Reserve banks do m the 
United States. In some countries the central bank is owned by the govern 
ment in others it is privately owned But m all countries it operates in 
what is believ ed to be the public interest rather than in search of profits. 
The first was the Bank of England pnvatelv owned until it was national 
tzed under the postwar Labour Party government. Its policies as a govern 
ment agency are little different from those it followed as a pnvatelv owned 
institution 

Commercial banks may become members of the Federal Reserve 
System (and called member banks) bv owning stock: m the Federal Reserve 
bank m their district by owning an account issued by that Federal Re 
*erve bank (a reserve account ), and by agreeing to abide by certain rules. 


The other nine Federal Reserve banks in order of their current site are 
die Federal Reserve banks of Cleveland. Richmond (A a ) Philadelphia, Boston, 
‘vtlaata, Kansas Cur Sc. Louis Dallas, and Minneapolis. AII but the Federal Re 
serve banks of Boston and Philadelphia have branches in other kev ciues the total 
comber of branches is twentv four 
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Commercial banks as pm ate corporations. must have charters issued 
bv state governments or bv th' federal government Those who-e charters 
are issued bv the federal government 2 re called national banks and mus’ 
become members of the Federal Reserve Svs'em Then are easitv spotted bv 
the word national in their corporate name tor e-ramp]e The First \a 
Qonal Citv Bank ot New Tork Those with charters issued bv <ta-e govern 
ments are called state banks, and are not subject to federal banking taw but 
mav if they wish become members of the Federal Reserve System Stat- 
banks do not have the word national in their titles tor example The 
Chase Manhattan Bank Almost all m rnm fro.il banks ot significant size 
are members of the Federal Reserve System and own reserve accounts 

Reserve Accounts 

Reserve accounts serve the same purpose for commercial banks that 
checking accounts at commercial banks serve for business firms and mdi 
viduaL They are the assets that are most common! v t'arist erred wh-n com 
meraal banks make payments to one another and they are the accounts 
that are “cashed” when the banks need currency In th- last chapter it was 
noted that when checking accounts are transferred from one bank to arother 
(when you write a check and the recipient deposits that check in hi» ac 
count at another bank) assets must also move from bank to bank. R-«erve 
accounts play an important role in this transfer of assets as will be seen 
later 

Balance sheet (I) shown earlier for All Mont Issuing Banks” 
may now be redrawn to show separately the records of Federal Reserve 
banks and commercial banks Balance sheer (2) shows that only the Federal 
Reserve banks issue currency and that only the commercial banks issue 
checking accounts, and that commercial banks have accounts at the Federal 
Reserve banks Note that the reserve accounts owned bv commercial banks 
are assets of commercial banks and liabilities of Federal Reserve banks. 

If someone has a checking account and wants currency he cashes” 
his checking account at a commercial bank. Individuals and businesses do 
not deal with Federal Reserve banks, they must deal with commercial 

MAJOR ACCOUNTS OF ALL M0\E1 ISSL /\ G BANKS 

(trt billions of dollars ) 

_ ALL FEDERAL RESERIE BJ\KS _ 

Hold Issue 

Promises $24 Currency S2 j 

Gold certificates 21 Reserve accounts owned 

TTjbv commercial banks 20 

I US n 
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ALL COMMERCHL BANKS 


Hold 


Issue 


Promises 

Iso 

Checking accounts 


Resene accounts 

20 

owned by depositors 

$100 


$100 


$100 


banks The commercial bank whose holdings of currency are thereby re 
duced can get more currency by cashing its account at the Federal Re 
sene bank The Federal Resene bank issues new current] records an in 
crease in currency issued and records a reduction in resen e accounts.’ 

Of course a commercial bank does not have to go to a Federal Re 
sene bank every time one of its customers wants currency While some cus 
tomers are cashing the r checking accounts others are depos ting currency 
in exchange for increases in their checking accounts Because currency de 
posits and currency withdrawals do not usually match precisely in any 
neck commercial banks alvva\s hold extra currency among their assets 

Even when one commercial bank needs more currency it is not 
usually necessary for the Federal Resene banks to issue new currency 
Because of large deposits of currency some banks will accumulate more 
currency than they wash to hold as assets and th s excess currency will or 
dinar ly be traded to another bank for part of a resene account or the 
excess currency may simply be deposited with a Federal Resene bank 
thereby increasing the commercial banks resene account. 

As far as the people and business are concerned they may have cur 
rency any t me they scant it if they hase a checking account to exchange 
for it Commercial banks must give currency in exchange for checking ac 
counts on demand To the commercial banks currency is alsvays asailable 
from the Federal Resene if the commercial banks exchange reserve ac 
counts for it To the commercial banks and to the Federal Resene banks 
currency and resene accounts aTe interchangeable In order to know then 
where currency comes from you have to know where resene accounts 
come from Commercial banks as a whole do not get resene accounts by 
giving up currency for accounts instead they get currency by giving up 
resene accounts The sources of resene accounts are discussed later in 
this chapter 

II INTERBANK TRANSFERS OF ASSETS 

Suppose you live in and own a business firm located in RI dvillc You 
do business w th the RI dville Trust Company a commerc al bank which 
is a member of the Federal Reserve System The important accounts of 
the bank you do business with are 
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MIDI ILLE TRLST COUPA\Y 

Holds Issues 

Promises $40 000 Checking accounts 

Resene account 10 000 owned Is customers SaO000 (3) 


Your busine«s firm decides to bus some product to hold as insen 
ton pending sale from a firm in Center Cits You borrow- joOOO from the 
MidsiHe Trust Compant ssh se records now shoes 

MIDIILLE TRIST COMpA\Y 

Holds Issues 

lour promise $ a 000 ^ >ur checking 

Other promises 40 000 account $ a 000 

Resene account 10000 Other checking 

accounts aO 000 (4) 


The firm from which you ssant to buy insentor} the Center City 
Suppls Company does its banking bus ness ssith the Center City National 
Bank ss hose records are as follosys 


CENTER CITY \ATlO\AL BA\K 

Holds Issues 

Promises $80 000 Checking accounts 

Reserse account 20000 owned by customers $100 000 (a) 

Nosy you transfer $3000 to the Center City Supply Company in ex 
change for the product you yyant You di th s 'jmplj bs srnting a check 
against your account. The Center City Supply Compant will take your 
check to the Center Cits Natonal Bank and deposit it That banks li 
abilities increase because one of its customers checking accounts has in 
creased The Center City Nat onal Bank will in turn deposit the check 
in its account—its reserse account at the Federal Reserse bank Its assets 
increase bs $3000 Its records still nosy shosv 


CE\TER CITY \ATIO\AL BA\K 

fi*aWS lXi-CitS 


$80 0001 Checking account 
2a 000 owned by 

Supply Company 
Checking accounts 
owned by 
other customers 


(6) 


Prom bes 
Reserse account 
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The check that the Center Citv National Bank sends to the Federal 
Reserve will be just one of probably dozens or hundreds of checks on other 
banks received that dav bv Center Cit} National and sent by them to the 
Federal Reserve bank The Federal Reserve bank will add the amount of 
all these checks to Center Citv Natonals reserve account and sort the 
checks according to bank The Federal Reserve bank will then reduce the 
reserve accounts of the banks against which the checks were drawn 3 

So the Federal Reserve bank will reduce the reserve account owned bj 
the Midvtlle Trust Compam by $3000 and send your check on to that 
bank When the bank receives the check from the Federal Reserve it will 
record a reduction in its reserve account and a reduction in jour checking 
account. Its records will now show 


MIDI 11LE TRUST CO MPAXI 

Holds Issues 


Your promise 
Other promises 
Reserve account 


Sa 000, Checking accounts 
40 000 owned b) customers SoOOOO 
a 0001 


O) 


T accounts (6) and (7) show that the Midvtlle Trust Companv 
still holds your promise even though jou no longer hold the $3000 check 
ing account at that bant The interned ation process is complete someone 
holds your promise mdirecth bv holding a checking account at a bank 
other than the one that holds your promise The two T accounts also show 
that when the checking account you acquired bv borrowing was transferred 
from vou to someone else a liability was shifted from one bank to another 
and an asset—the reserve account—went right along with the liabilitv 

These transactions could be handled slightly differently—using an 
account at a commercial bank (a ‘ correspondent bank ) instead of the 
Federal Res*rve or using the clearinghouse if both banks are in the same 
city If the two banks arc in different Federal Reserve districts more than 
one Federal Reserve bank will be involved But in any case the process by 
which the check is returned by the bank receiving it to the bank at which 
the check writer has his account will at the same time also bring an auto¬ 
matic transfer of assets from the second bank to the first. The bank re 
ceivrng the check sends it to the bank against wh ch it is drawn and is in 
effect, paid for it by getting some kind of asset usually a reserve account. 

This is not, however the end of the story for the MidviIIe Trust 


Federal Reserve bank. 


banks will at tbe same time be sending to the Federal 
received drawn against accounts at Center City National 

■serve accounts will increase only if these checks add up 

less than the value of checks sect by Center City to the 
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Company and the Center City National Bank or for any bank In the ex 
ample $5000 north of reserve accounts is transferred to the Center City 
National from the Midville Trust Company But for several reasons (the 
most important of which will be discussed in the next chapter) the Mid 
ville Trust Company probably will not want its reserve account reduced 
to such a small amount And the Center City National Bank probably will 
not want such a large reserve account preferring instead to have a larger 
part of its assets earning revenue for the bank there being no interest paid 
on reserve accounts 

Thus the assets move automatically from bank to bank when check 
ing accounts are transferred but bankers maj face the job of adjusting the 
composition of their assets For th s reason as already noted banks hold 
among their assets such liquid financial instruments as short term govern 
ment promises and commercial paper 

In the present example the Midville Trust Company mav decide 
to sell a government promise in order to increase the amount of its reserve 
account The Center Citj National Bank maj buj a government promise 
reducing the amount of its reserve account 

III THE CREATION OF RESERVE ACCOUNTS 

You have seen that when commercial banks need more currency 
they simply exchange their reserve accounts for it To the Federal Reserve 
banks currency and reserve accounts are virtually interchangeable You 
have also seen that the commercial banks use reserve accounts as a means 
of transferring assets from bank to bank Reserve accounts are also used 
as an instrument of Federal Reserve execution of monetary policy as you 
will see in the next chapter 

Where reserv e accounts come from then is an important matter 
The process of tracing the sources of reserve accounts will also account for 
that small fraction of the money supply issued by the U S Treasury 

There are essentially four wavs in which reserve accounts come into 
existence In some cases the issuance of new money is a by product of the 
issuance of new reserv e accounts in other cases it is not In all cases one 
single principle applies 

Federal Reserve banks aTe very much like commercial banks Com 
•TOwavr } Irsuis veften fi\ev acquire iffrarrurrf msCrunrenw as* mm assets issue 
checking accounts to pay for them When all commercial banks together 
have increa es in their assets the amount ot checking accounts increases 
Similarly tihen the Federal Resene banks acquire assets the resene ac 
counts ouned by commercial banks increase The creation of reserve ac 
counts at Federal Reserve banks is essentially identical with the creation 
of checking accounts at commercial banks A grasp of this single principle 
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will greatly simplify understanding of the reserve account creating process 
Another general principle may be noted In the last chapter it was 
pointed out that when all money issuing banks acquire additional assets, 
the total amount of money in existence increases This means that if a 
Federal Reserve bank acquires an asset from someone other than another 
bank new money will be created, along with new reserve accounts But if 
a Federal Reserve bank acquires an asset from a bank, a reserve account 
will be created but no new money will be issued, because all money issuing 
banks will not have increased their assets 

Reserve Account Creation A Open-market Operations 

Commercial banks acquire promises because they want to earn 
revenue The issuance of new money by them when they acquire assets is 
more or less a by product of the commercial banks’ businesslike seeking of 
revenue The commercial banks do not issue new checking accounts be 
cause they believe businesses and the people need to have more money 

By contrast the Federal Reserve banks acquire promises not because 
they want to earn revenue but because they want to bring about an increase 
in the reserve accounts owned by commercial banks When they want a 
reduction in the reserve accounts owned by commercial banks, they will dis¬ 
pose of assets It is up to the Federal Reserve banks to decide the total 
value of reserve accounts owned by commercial banks 

The most important way the Federal Reserve banks control the 
amount of reserve accounts owned by commercial banks is through the 
purchase and sale of U S government promises, which are by far the major 
assets held by Federal Reserve banks 

The Federal Reserve does not acquire U S government promises 
by making loans to the federal government The promises it acquires are 
not ‘‘new’ ones, but those already owned by someone else, and they are 
purchased through bond dealers Federal Reserve purchases (and sales) of 
government promises are called open market operations, because the 
securities are purchased in the "open market," rather than directly from the 
federal government 

When a Federal Reserve bank acquires a $1000 government promise 
through open market purchases, the sellers are given a $1000 check drawn 
on the Federal Reserve bank In getting this check, the sellers are in effect 
given temporary accounts at the Federal Reserve bank, they own a $1000 
reserve account The reserve account is new, it was created when the 
Federal Reserve bank acquired the government promise 

The Federal Reserve bank records the following changes in its 
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FEDERAL RESERVE BANK 


Holds Issues 


Government 


Reserve account 

promise 

+$1000 

owned by 

seller of government 
promise +$1000 


When the seller of the promise holds such a check and in effect 
owns a reserve account he cannot techn cally be said to be holding money 
Reserve accounts are not consdered to be money because business firms 
and individuals do not use them for making payments But the seller of the 
promise can take the check to a commercial bank and deposit it He can 
exchange a reserve account for a checking account 

In that case the seller of the promise will have $1000 more money 
than before and no one else will have any less money The money he re 
ceives is new money a checking account issued by the commercial bank 
when it acquired a new asset—a $1000 reserve account Records of the 
Federal Reserve bank and the commercial bank will be changed to show 


FEDERAL RESERVE BA\K 


Holds 


Issues 

Government promise 
(no change from 

T account 8) 

$1000 Reserve account 
now owned 

by commercial bank $1000 

COMMERCIAL BA\K 

Holds 


Issues 

Reserve account + 

$1000 

Checking account 
owned by 

seller of government 
promise + $1000 


Three things may be noted (1) A Federal Reserve bank acquired 
an asset so reserve accounts held by commercial banks increased (2) A 
commercial bank acquired a new asset not previously held by any com 
mercial bank—a resene account so checking accounts increased And (3) 
putting these two together all money issuing banks together acquired an 
asset from outside the banking system so the money supply increased A 
Federal Reserve bank acquired an asset but the increase in the money sup¬ 
ply took the form of an increase in account at commercial banks 
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Open market Sales 

If the Federal Reserve wants the reserve accounts owned by com 
mercial banks to decline Federal Reserve banks will sell government prom 
ises on the open market 

The buyer of the promise will give the Federal Reserve a check 
drawn on an account at a commercial bant in the same way almost all 
payments are made The Federal Reserve bank will deduct the amount of 
the check from the reserve account of the commercial bank at which the 
buyer has his account and then send the check on to that commercial bank 
The commercial bank will deduct the amount of the check from the 
promise buyer s account 

As a result of these transactions, the Federal Reserve bank will have 
$1000 less in assets having disposed of a government prom se the com 
mercial bank will have $1000 less in its reserve account and the buyer 
of the promise will have $1000 less in his checking account Both total re 
serve accounts and total checking accounts will have declined by $1000 

If a Commercial Bank Sells or Buys 

When the Federal Reserve buys and sells government promises it 
does so as noted in the open market Federal Reserve bank officials 
have no idea whom they are buying from or selling to 4 If the Federal 
Reserve buys a government promise the seller maj be a life insurance com 
pany a union a little old lady or a commercial bank If the seller is a 
commercial bank the effect of the transact on is somewhat different 

Suppose a $1000 government promise bought by the Federal Re 
serve is sold by a commercial bank As before the Federal Reserve pays for 
the promise by giving a check to the seller, this time a bank meaning that 
the bank will have an increase in its reserve account For the Federal Re 
serve bank the following changes will be recorded 

_ FEDERAL RESERVE BANK _ 

Holds Issues 

Government I Reserve account 

promise -y- 510001 owned by 

j commercial bank +$1000 (10) 

And for the commercial bank the following changes will be recorded 

* Technically the Federal Reserve buys from and sells to bond dealers exdu 
sively aod in that sense knows with whom they are deal.ng What they do not 
know is who might at the same time be selling to or buying from a bond dealer 
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COMMERCIAL BANK 


Holds 


Issues 

Government 

promise 

Reserve account 

-$iood 
+ 51000 

(No change at all) 


An increase in reserve accounts has occurred but there has been no 
increase in the money supply A Federal Reserve bank acquired a new 
asset so total reserve accounts increased The commercial bank did not 
acquire additional assets, however, as T account (11) shows the com 
mercial bank simply changed the composition of its assets giving up a gov 
ernnment promise and acquiring a leserve account No new money was 
issued, because all money issuing banks together did not acquire an asset 
from outside the banking system 

Similarly, you may show to your own satisfaction that when a 
Federal Reserve bank sells a promise to a commercial bank, total reserve 
accounts decline, but the same transaction does not result in a reduction 
in the money supply 

Reserve Account Creation B Borrowing from 
the Federal Reserve 

Open market purchases of government promises are the most im¬ 
portant way in which reserve accounts come into existence But there are 
three other ways in which the reserve accounts owned by commercial banks 
can increase, all of them involve the acquisition of an asset by the Federal 
Reserve 

When the Federal Reserve buys government promises on the open 
market the promises it acquires are “second hand ’’ It is not engaged in 
lending But under some circumstances, the Federal Reserve may acquire 
brand new promises; it may make a loan The borrower is a commercial 

When you borrow from a commercial bank you do so because you 
want money, and you get money—an increase in jour checking account 
When a commercial bank borrows from a Federal Reserve bank, it does 
so because it wants an increase in its reserve account Ordinarily, it will 
want the increase only temporarily, and it borrows from the Federal Re¬ 
serve because it finds it cannot quickly get the increase in its reserve account 
anj other way When you borrow from a commercial bank, the checking 
account money jou get is new money When a commercial bank borrows 
from a Federal Reserve bank, the reserve account it gets is also new There 
is virtually no difference, except m the kind of account involved, between 
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a business's or individual's borrowing from a commercial bant and a com 
mercial bank's borrow ing from a Federal Resen e bank 

When a commercial bank gets a $1000 ‘advance ' from a Federal 
Reserve bank, the records of the commercial bank and of the Federal 
Reserve bank show the following changes 


FEDERAL RESERI E BANK COMMERCIAL BAM*. 


Holds 

Issues 

Holds 

Issues 

Promise of cot 

n .Reserve account 

Reserve account 

Promise to pay 

mercial bank 

owned by com 

+ 51000 

Federal Reserve 

+ $1000 ,mercial bank 


bank +$1000 


+$1000 


(12) 


Instead of issuing a checking account when it acquired a new asset, 
the commercial bank issued a promise to the Federal Reserve There is 
no new money created in these transactions 

A Federal Reserve bank did acquire a new asset, so total reserve 
accounts increased But all money issuing banks together did not acquire 
an asset from outside the banking system, all the transactions were within 
the banking system Hence there is no new money created by these trans 
actions 


Federal Reserve Notes 

It is now a simple matter to digress briefly and explain additions 
to the supply of currency issued by the Federal Reserve banks When all the 
commercial banks together find that their customers—individuals and 
business firms—are withdrawing more currency than they are depositing, 
the commercial banks can acquire more currency by surrendering their 
reserve accounts for it 

When the Federal Reserve banks issue new currency, called Federal 
Reserve notes, total reserve accounts owned by commercial banks decline 
But there is no change in the total assets and total liabilities of Federal 
Reserve banks One type of liability is replaced by another 

The initiative in increasing the supply of currency is actually in the 
hands of the people and of business firms To signify that they need more 
currency for the simple hand to hand transactions for which this type of 
money is usually used, they simply go to their commercial banks and sur 
render checking accounts for currency The commercial banks are thus 
forced to surrender their reserve accounts to the Federal Reserve banks 
to acquire currency to restore their depleted supplies 

One more note Although public demands for more currency wall 



FEDERAL RESERVE BANKS, THE TREASURY, AND MONEY 187 
have the effect of reducing total reserve accounts officials of the Federal 
Reserve may if they want to increase the reserve accounts owned by com 
merctal banks back to their prior level, simply by buying some government 
promises The amount of reserve accounts owned by commercial banks is 
never determined by accident, it is determined by design 

Reserve Account Creation C The Role of Gold 

The participation of the federal government in the process of money 
creation involves an exception to the otherwise general principle that the 
money supply is accounted for by the holdings of promises by money issuing 
banks Instead of monetizing’ a promise the banking system may mone 
tize’ gold or silver Gold is discussed first 

The federal government buys gold at a fixed price of $35 per ounce, 
an amount set by law It is illegal for anyone in the United States to hold 
gold except for commercial purposes, or as collectors’ items or personal 
jewelry Any American acquiring gold must sell it to the government 

Suppose that you dig up a solid gold nugget weighing 100 ounces 
You take it to the Treasury Department The Treasury Department stores 
the gold in vaults, some people say ‘ you dig up gold just so the government 
can put it back in the ground,” that is, in the famous underground vaults of 
Fort Knox Gold certificates are printed by the Treasury, these certificates 
were at one time used as currency, but today have a specialized use When 
the Treasury acquires gold, it issues a gold certificate to a Federal Reserve 
bank in exchange for a reserve account In effect, it “deposits ’ the gold 
certificate in its reserve account The Treasury then gives you the reserve 
account—a $3500 check drawn on its reserve account, in payment for the 
100 ounces of gold 

The rest of the transactions are just the same as when the Federal 
Reserve bank buys a promise on the open market You take the check (the 
new reserve account you own) to a commercial bank, and “deposit” it, 
getting a new checking account The commercial bank in acquiring a new 
asset—a reserve account—will issue you a new checking account The 
following changes will take place in the records of money issuing banks 

FEDERAL RESERVE BANKS COMMERCIAL BANKS 
Hold June Hold Issue 

Gold certificates Reserve account Reserve account I Checking account 
+ 53500 owned by com + $3500 owned by you 

mercial bank I 4. $3500 

+ $5500 j (13) 
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notes The already small role played by the federal government in money 
creation will decline further then and in the future all monej except com 
will be an account at a bank—a Federal Reserv e bank or commercial bank 

Coins, the Mint, and the Bureau of Engraxing and Printing 

Some may wonder what the role of the U S Mint is in all these 
transactions since mints are ordinarily associated with the making of 
money The Mint a Bureau of the Treasury Department is responsible 
for the manufacture of coins just as the Bureau of Engraving and Printing 
is responsible for the manufacture of paper currency for the Federal Re 
sene and the Treasury But the process of manufacturing coins and cur 
rency must not be confused with the issue of money It takes a financial 
transaction for money to come into existence and the coins and currency 
manufactured by the two Treasury Bureaus are not counted as part of the 
money supply until they come into the possession of some nonbank holder 

The transactions involved in the creation of coin money are the 
same as those described abo\e for gold and silver with the metal purchased 
being copper steel alloys nickel and silver The only difference is that the 
monetary value of the coins is greater than the cost of the metal plus the 
cost of manufactunng the coins (a dime for instance does not contain ten 
cents worth of silver) Thus there is a profit for the Treasury from com 
transactions which becomes part of the revenue of the government similar 
to tax revenue 


The Creation of Money A Summary 

In the United States the supply of money increases whenever the 
money issuing banks acquire a new asset from outside the banking system 
and pav for the asset by issuing a new account In practice this means the 
total monev supply is equal to and accounted for by 

1 Treasury currency—silver certificates and coins—issued by the 
federal government, 

2 Gold held by the U S Treasury and 

3 Promises issued by business firms government units and indi 
viduals and owned as assets by the Federal Reserve banks and by the 
commercial banks 

Do not be deceiv ed by the foregoing into believ ing that metals plav 
anv thing like a major role in the money svstem A glance at the record of 
the past few years will tell you as a matter of fact that the money supply 
has increased during pertods in which the amount of gold owned by the 
Treasury has been declining 

In counting the money supply you only count money owned by indi 
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viduals and bv badness firms other than bants If you tale currency to a 
commercial bank and get a checking account in exchange, only the checking 
account is count'd as part of the money supply, the currency surrendered is 
not. Similarly <iher certificates held bv the Federal Resene are not counted 
as part ot the morev supplv, onlr silver certificates held bv business and 
bv the people are 

The federal government frequently owns accounts at commercial 
barks These accounts are rot counted as part of the money supply, because 
thev are rot used for making payments to anyone They are used for collec 
ron of taxes and for collecting the proceeds of U S savings bonds sales, the 
balances are periodically transferred to the U S gov eminent’s account at 
the Federal Reserve 

Thus voj have «een where morev comes from in the United States 
economy In the next chapter vou will *ee how the Federal Reserve de 
t*nr res f> r u much morev may be created One warning is in order before 
the r-xt chapt'r is begun The transactions described in Chapter 9 and in 
this chapter account for how money comes into existence, and how it is 
destroyed Nothing in Chapter 11 changes anv of the principles described 
already Do not confuse th' transactions that control the creation of money 
with tho»e that actually result m the creation of money itself 
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CONTROL OF THE MONEY SUPPLY 


In the United States and most nations of the world, money is a type of 
account at a financial intermediary But it was not always so Through the 
greater part of man’s civilized life on earth monej—what was ordinarily 
given in exchange for products and services—was a tangible “thing ” a 
physical commodity It often consisted (and in more primitive economies 
today, consists) of things with consumption uses such as grams, cattle, 
and shells 

Many people still cannot free themselves of the notion that money 
is, or should be, a commodity, or should be * backed ’ by a commodity This 
idea has its roots in the story of the evolution of money 

I THE EVOLUTION OF MONEY 

Money has evolved through four major steps 

1 Originally, some kind of commodity was used as money While 
cattle and other livestock were sometimes used, the best commodities for 
money purposes were found to be those that were not perishable, were 
easily portable, and were divisible into small units For these reasons, 
precious metals were chosen In times of weak social organization, com¬ 
modity money had the advantage of general acceptability, because it had 
nonmoncy uses 

With the use of commodity money, however, the amount of money 
available for trading purposes was not closely linked with the economic 
need for money With gold used as money, for instance, the amount of 
money in an economy would depend on how much gold happened to be 
available Historians generally agree that medieval Europe’s economic 
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potential was retarded by a shortage of monej, until Spanish explorers dis¬ 
covered New World gold 

2 Banking developed from earl) European goldsmith operations 
Goldsmiths were among the few who, because of the nature of their work, 
owned strongboxes to protect valuables People who did not feel safe with 
large sums of gold mone) about their homes or persons came to leave their 
gold with goldsmiths for safekeeping for a fee At this stage in historj, 
banks—that is goldsmiths’ places of business—really were places to "de 
posit’ and withdraw” mone) The phrase, ‘ put mone) in the bank,” was 
accurate then Todat ifjou “put mone) in the bank” (add ro y our checking 
account), )0U still have the money (a checking account) But earl) ' dc 
post tors” would onl) have a receipt 

In time however, the goldsmiths’ receipts for gold began to be used 
to pa) for products and services, that is, the receipts themselves became 
mone) The earh bankers would promise, on the receipt, to "pa) on de 
mand ten pounds of gold"—either to John Jones the depositor, who could 
then endorse his receipt over to someone else, or, eventuall), to ‘the 
bearer " For the first time mone) was an account The receipts were used, 
like modern checks or currenc), to transfer the ownership of the account 

In this case the account was full) ' backed ’ b) gold, that is, an)one 
holding the account could get gold for it an)time he wanted Such a pnmi 
tive bank (if dollars had been the monetar) unit) could have shown records 
something like this 


GOLDSMITH BANK 

Hoi/is Issues 

Gold $10 0001 Receipts used aj 

I currency 510000 (1) 

As before, the amount of money was limited to the amount of 
precious metals available The use of currenc) did not increase the amount 
of mone) in use 

3 Then an interesting development took place Goldsmiths found 
they could issue more currenc) than they held gold If someone wanted 
to borrow, and vv ould pay interest, the new bankers w ould issue currenc) 
to them The pieces of currency, which came to be called banknotes still 
had printed on them words to the effect that the bank would give gold to 
the bearer on demand—something the bankers could not actuall) do if 
ever)one holding the notes were to demand gold But the bankers knew 
from experience that only a fraction of banknote holders would demand gold 
in any given day or week 
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Suppose the bankets felt that they would be safe enough if the 
amount of gold held were equal to one third of the banknotes issued Such 
a bank might show records like this 

E4RL 1 BAXK 

Holds Issues 

Promises S20 000. Banknotes 530 000 

Gold $10000| (2) 

The current) was still backed b\ gold in the sense that for 
practical purposes antone who wanted gold in exchange for currency 
could get it Moreover, the amount of money was still tied to the amount 
of gold available If all monctarv gold were in banks the amount of money 
would be three times the amount of gold But the actual amount of money 
uould always be less than this theoretical maximum because not all gold 
would be held by banks 

In practice this system had two other drawbacks First, some 
bankers, such as ran many western and southern banks in pre-Civ il War 
America, were not as cautious as they should hav e been, issuing too much 
currency and accepting promises that often turned out to be valueless 
These banks often failed—no* because they did not hav e gold but because 
they had bad nontransferable promises Second, because of the weaknesses 
of individual banks, periods of recession or depression would frequenth be 
a signal for banknote holders to start a “run" on the banks, demanding 
gold The fact that they could not all be satisfied often led to “financial 
panic”—a tvpe of economic crisis to be discussed more full? in Chapter 17 
With this early type of bank, suppose there were an agency that 
could require that the banks hold at least enough gold to equal one third 
(or some other fraction) of the monev the\ issue, and suppose that this 
agency also controlled all the gold and could supply the banks with gold 
or take it away at will Such an agency could control the total amount of 
money m the economy Such a practice comes v cry close to what is done in 
the United States todav, except that the controlling bank asset has become 
the reserve account, instead of gold 

4 Finally, modem banking which has already been described in 
the last two chapters, evolved Checking accounts have come to take the 
■jhact tA knafcniftts at eommeraa'i banks, and only redera'i Reserve "banks 
today issue banknotes (Federal Reserve notes) You cannot demand gold 
in exchange for your checking account, but you can demand currency , and 
the commercial banks can surrender their reserve accounts for currency. 

The most important difference betvrccn the modern money system 
and the earlier forms, for purposes of this chapter, is that the total amount 
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of monei has ceased to 6c determined by the amount of precious metals—or 
am other commodity—available There is no link between the amount of 
gold and the amount of money 1 

What then does determine the size of the money supply if it is no 
longer either direct!} or indirectly the amount of gold, silver, or any other 
commodity * It is determined b) regulation by the Federal Reserve Through 
the operations of the Federal Reserve a limit is set on the amount of money 
—a limit determined by human judgment, rather than by accident or by 
tradition Economists say we have a “managed money system” 


The Significance of the Size of the Money Supply 

The nature of money and its uses implies that money must be tela- 
tivel) scarce as must an}thing that has economic value This means that 
there cannot be an endless supply of money, easily and immediately available 
to all 

On the other hand there is probably a certain minimum amount 
of money required to permit economic activity Money is something you can 
hold after }ou have performed services but before }ou have taken product, 
and something that is acceptable to }ou in exchange for )our services be 
cause }Ou can use it to bu} product If there is too little money, it would be 
difficult for an mterdepenent, exchange-onented economy to function ef* 
fectivelv 

But the establishment of such broad upper and lower limits to the 
correct size of the money supply does not help much in determining what 
exact amount of money an economy should have Even if it is conceded that 
monev should be scarce, but not too scarce, what difference does it make 
whether the Ll S money supply today is about $140 billion (as it is), or 
about $120 billion or $160 billion* No answer can be given to this question 
at this point Whether the size of the money supply, within wide limits, has 
much economic significance is today a controversial question Later chapters 
will examine the controversy 

The Federal Reserve S}stem, which acts as money manager for the 

1 According to law, the Federal Reserve banks must hold gold certificates 
having a value equal to at least 2S percent of the sum of Federal Reserve notes 
and reserve accounts issued This link between gold and the money supply is more 
apparent than real, and is probably retained for the psychological satisfaction of 
those who still insist money must be ‘backed’ by something The current gold 
certificate holdings of the Federal Reserve are well in excess of. the. «rquxemenr. 
If the Federal Reserve holdings should ever decline close to the required ratio, so 
that the amount of gold should actually begin to limit the size of the money suppty, 

Congress would probably either reduce the required percentage—e g to 15 percent 

—or abolish it altogether The last time the Federal Reserve got close to the re 
quired amount—during World War II—the percentage was reduced from 40 per 

cent to the present 25 percent. In practice, then, gold has no effect on the size of 

the American money supply 
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U S economy operates with the working assumption that the amount of 
money does make a difference At this stage \ou will examine how the 
Federal Resene controls the amount of mono but you are asked to 
withhold judgment on the economic consequences of these controls Later in 
this chapter you will also see how the Federal Resene controls other 
financial relationships in the American economy through direct financial 
controls 

II THE MOVEY MANAGERS 

As a rule a nation s money managers are its central bank The 
functions of a central bank will differ somewhat from nat on to nation It 
will ordinarily control the s ze of the nation s money supph It usually 
acts as the gas eminent s banker as well In some countries it controls the 
uses of foreign exchange that is foreign money held within the nation s 
borders In the USSR the central bank has quite a different function act 
mg as a control on execution of the nation s economic plan 

In non Communist countries it seems to make little difference 
whether the central bank is pnvately or publicly owned In the United 
States for instance Federal Resene banks are technically private nonthe 
less they have been given power to control the quantitt of assets that may be 
owned bt commercial banks 4 In turn the Federal Reserve banks are ex 
petted to base their policies not on the profits that may be earned by 
particular policies but on the promotion of economic stability and economic 
growth 

The Board of Governors is the chief administrative group for the 
Federal Resene System The seven members of the Board whose officers 
are in Wash ngton D C are appointed by the President of the United 
States so this private organization is dominated by gov eminent But the 
members of the board are appointed to terms of fourteen years and cannot 
sene two terms so the governors arc relatively free of current political 
pressures The history of appointments s nee the Federal Resene was 
founded just before \\ orld War I suggests that the appointments are 
never made as political rewards 

The ch ef official of and major spokesman for the Federal Resene 
System is the Chairman of the Board of Governors Another important 

2 The Federal Reserve System demonstrates that the line between pubic 7 
and "private is not always clear And the Federal Reserve is not unique in this 
respect. The rned cal and bar associations wh ch are private have been delegated 
tome control over I cent og in their profess ons. The Farm Bureau Federation, 
another private assoc ation, is to entwined with government that it is d Scull id 
many cases to separate the two the Farm Bureau even receives tax money in some 
areas. Such relatively newer organizations as the technically private RAND 
Corporal on eonunue the blurring of the lines between public and private 
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administrative group, the Federal Open Market Committee, is composed of 
the presidents of five of the twelve Federal Reserve banks (one of whom is 
always the president of the Federal Reserve Bank of New York, the most 
important of the twelve), plus the seven members of the Board of Governors 
(who hence constitute a majority of the Open Market Committee) 

The fact that there are twelve Federal Reserve banks, instead of 
one with branches, and the fact that authority and responsibility are diffused 
throughout the banks and among major committees rather than centralized 
in a few hands must be attributed to compromises made when the Federal 
Reserve Sistem was established The distrust of centralized authority, al¬ 
ways Strong in the United States, was stronger in 1913 than it is today 
The number of banks represents a compromise between those who favored 
a single central bank and those who wanted a central bank for each state 
Even the blurring of public and private m the Federal Reserve represents 
a compromise between those who wanted a central bank as an arm of 
the government and those who simply wanted to charter a large, private 
bank and give it a monopoly on certain types of business (as was the case, 
in the nineteenth centun with the First and Second Banks of the United 
States) 

The general terms “Federal Reserve” and “Federal Reserve of 
ficials are used in this chapter to give recognition to the fact that respon 
sibility for actions of the Federal Reserve banks is not centered entirely in 
one officer or group of officers 

III HOJV THE FEDERAL RESERVE 

CONTROLS THE AMOUNT OF MONEY 

Before examining how the Federal Reserve controls the size of the 
money supply, it is in order to repeat a warning sounded at the end of 
Chapter 10 This chapter neither changes nor adds to, the explanation 
found in Chapters 9 and 10 of the transactions through which money is 
issued or destroy ed 

Chapters 9 and 10 described transactions that bring about a change 
in the money supply , in this chapter, transactions will be described that 
permit an increase in the money supply, that is, allow money-creating 
transactions to take place For instance, Chapter 10 told you that when 
the Federal Reserve buys government promises from the commercial banks 
the money suply does not increase, because all money issuing banks together 
will not have increased their holdings of promises But in this chapter, you 
will see that the same transactions may allow the commercial banks to 
acquire more promises, when they were previously restrained from doing 
so, thus this transaction, which docs not cause any increase in the money 
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supply may nevertheless frequently be associated with increases in the 
money supply 

In general Federal Reserve rffaa!> control the size of the money 
supply bv controlling die amount of checking accounts commeraal banks 
can issue which means that they control the amount of promises commeraal 
banks mas accept. The important control device is the reserve account 

Bv law each commeraal bank cannot have checking account ha 
bihties that exceed a certain multiple of the size of its resen e account* The 
multiple mav be five m that case a bank with a resene account worth 
$20 million could have no more than $100 million in checking account 
liabilities 

The two mam powers of the Federal Resene are 

1 The Federal Resene determines the amount of resene accounts 
owned bv commeraal banks Resene accounts mav be transferred from 
bank to bank, as explained in Chapter 10 but the total amount of resene 
accounts owned by all banks is fixed bv the Federal Resene 

2 The Federal Resene offiaals determine the size of the multiple 
of rescne accounts that checking accounts mav not exceed 

These and other powers will be examined in more detail 

Legal Resene Requirements and the Multiple 

Resene accounts have already been discussed in Chapter 10 They 
are account, issued bj Federal Reserve banks and owned bv commeraal 
banks, and commeraal banks use these accounts in much the same wav as 
the general public uses checking account, at commeraal banks The gen 
eral public utilizes the services of the commeraal banks to transfer the 
ownership of checking accounts while the commeraal banks utilize the 
semccs of the Federal Resene banks to transfer the ownership of reserve 

As noted earlier, national banks must become members of the 
Federal Resene System and own resene accounts while state banks mav if 
they choo-e become members The discussion in this chapter applies only to 
member barks This qualification brings little loss in generality, however, 
since over 83 percent of total checking accounts are at member banks 4 

Federal Resene oFinals have the responsibility for establishing “re 
sene rcqji 1 rements " usually exijtravjl as a. ije.ccimf.agt A. 2li ’jxr.tsn.K 

* For control purpose* the eurrenev held by a commercial bank n considered 
part of its reserve account. As you bare aeen before from the point of new of the 
Federal Reserve reserve accoao 1 and currency issued are interchangeable And 
from the point of view of the commercial bank, its reserve account and the cur 
rency it holds are interchangeable, it can alwavs taebange one for the other 

♦ Moreover manv of the banks responsible for the remaining IS percent of 
the supply of checking accounts are covered by state law which brings their 
activities tobstanualJc into line with the activities of member banks 
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reserve requirement would mean that each banks reserve account must be 
worth at least 20 percent of the value of the bank s checking account 
liabilities Putt ng it another way a 20 percent reserve requirement would 
mean that the checking account liabii ties of a commercial bank could not 
exceed five times the size of its reserve account Bj setting reserve require 
ments the Federal Reserve officials establish the maximum multiple that 
checking accounts may be of the size of the reserve account 

For instance with a 20 percent reserve requirement a bank whose 
customers had $100 000 in their checking accounts would have to own a 
reserve account worth $20 000 Or a bank with $20 000 in reserves could 
issue no more than $100000 in checking accounts without acquiring addi 
tional reserves that is a larger reserve account 
Consider the following bank 

COMMERCIAL BANK A 
Holds Issues 

Prom ses $80 000 Checking accounts 

Reserve account $20 000| owned by customers $100 000 (3) 

With a reserve requirement of 20 percent and hence a maximum 
multiple of five th s bank could accept no more promises without violating 
the reserve requirement Any promise acquired by Bank A would increase 
prom ses and checking accounts owned by customers, without changing 
the figure for reserve accounts A bank such as this one is said to be 
loaned up A bank that is loaned up and cannot issue new checking 
accounts cannot increase the supply of money 

Notice that there is no reason why th s bank cannot permit its 
customers to increase their accounts by presenting checks drawn on other 
banks Assume that customers do present Bank A with $20000 worth of 
checks drawn aga nst accounts at various other commercial banks Checking 
accounts at Bank A would then increase to $120 000 Bank A would then 
in turn send these checks to a Federal Reserve bank as descr bed in Chapter 
10 and receive a $20 000 increase in its reserve account Its balance sheet 
would show major accounts in this fashion 

COMMERCIAL BANK A 
Holds Issues 

Promises $80 000 Checking accounts 

Reserve account 40 0001 owned by customers $120 000 (4) 

The requirement is that the reserve account be at least one fifth of 
the size of total checking accounts Bank As reserve account is well within 
this 1 mit and in fact is one th rd the value of its customers checking ac 
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counts The maximum amount of customers checking accounts would be 
five times $40 000 or $200 000 

At this point then Bank A can even accept new promises Its re 
serve account must be one fifth of the total assets against which checking 
accounts are issued as liabilities so Bank A may expand its ownership of 
promises until its checking account liabilities are five times the size of the 
reserve account—$200 000 This means that the bank may acquire $80 000 
worth of promises so that its new balance sheet would look like this 

COMMERCIAL B INK A 

Holds Issues 


Promises $160OOOlChecking accounts 

Reserve account 40 000 owned by customers $200000 (5) 

(Of course, any transfer of checking accounts from Bank A to other banks 
accompanied by the transfer of reserves, will reduce the total amount of 
assets that may be held by Bank A by five times the amount of the reserves 
transferred ) 

Bj expanding the ownership of assets Bank A has increased its 
customers’ checking accounts by $80 000 Does this mean that the money 
supply has increased ? The answ er is no As Bank A increased its ovv nership 
of promises and increased its checking account liabilities other commercial 
banks were being forced to reduce promises owned and checking acccounts 
issued by the same amount. 

When Bank A sent $20 000 worth of checks to a Federal Reserve 
bank to increase its reserve account the Federal Reserve bank sent these 
checks along to the banks against which they were drawn and reduced these 
other banks’ reserv e accounts by a total of $20 000 When these other banks’ 
reserve accounts declined their actions had to be exactly the reverse of those 
of Bank A They were forced to sell promises (or otherwise reduce the 
amount of promises held for example by refusing to renew a ninety-day 
loan) until they had disposed of $80 000 worth of promises Their balance 
sheets would show the following changes 

ALL OTHER COMMERCIAL B -/A KS 
Hold Issue 

Promises _ $S0 000 Checking accounts 

Reserve accounts — $20 000 jowned by customers —5100 000 (6) 

Hence, when all banks are considered together, such transactions 
among bants bring no change in the amount of promises owned, the size of 
reserve accounts, or the size of customers' checking accounts 
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There are two points to be made in connection with this example 
The first is that the effect of legal reserve requirements is to limit the total 
supply of checking accounts, and not to limit the supply of checking ac¬ 
counts at any given bank As a matter of fact, banks compete for deposits, 
because increases id checking accounts, as shown, allow them to acquire more 
promises the ownership of which provides banks with a major part of their 
income 

The second point is this When a commercial bank finds it has more 
than enough reserves for its current checking account liabilities, as Bank A 
did when its checking accounts were $120 000 and its reserve account was 
worth $40 000 (in the parlance of the trade, it has “excess reserves"), it 
may expand its ownership of promises, as Bank A did indeed do, but there 
is no requirement that it do so if it does not feel that it is wise to do so In 
most recessions and depressions the commercial banks considered together 
ordinarily have excess reserves, indicating that under current circumstances 
thev do not want to expand their ownership of promises to the full extent 
permitted or that businessmen and others do not care to borrow Legal 
reserve requirements impose a maximum on the amount of promises the 
commercial banks may acquire and hence on the money supply, the) do not 
determine the monev supply unless banks want to acquire more than the 
maximum of promises allowable under current reserve requirements 

Controlling the Amount of Reserves 

Federal Reserve open market purchases and sales of government 
promises have already been discussed in the preceding chapter It remains 
only to explore their significance 

When the Federal Reserve System buys government promises, re 
sene accounts owned by commercial banks increase When the promises are 
purchased from those other than commercial banks, the money supply in 
creases as a result When the promises are purchased from commercial 
banks, the money supply does not increase as a result but instead the 
commeraal banks mere3) change the composition of their assets giving up 
promises and acquiring additional reserves However, in either case, re 
serve accounts increase 

As long as the required reserve percentage remains unchanged, an 
increase in reserves permits the banks to acquire more promises- Hence 
when the Federal Reserve banks buy government promises on the open 
market the money supply can increase With a legal reserve requirement 
of 20 percent and a multiple of five, open market purchases of government 
bonds worth $100 000 will permit an expansion of the supply of money of 
five times as much, or $500,000 This holds true whether the bonds are 
purchased from the general public or from the commeraal banks, reserves 
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are reserves When the bonds are purchased from the general public the 
money supply automatically increases by $100 000 and an increase of 
$400 000 more is permitted When the bonds are purchased from the 
commercial banks the money supply does not increase at all as a result of 
the transactions but an increase in the money supph of ‘sSOO 000 is per 
mitted 

Assuming all banks are loaned up so that they have the maximum 
allowable checking account liabilities with present rrvrves open market 
sales of goternment promises tvhich will reduce resenes will not onl} 
permit but will force banks to reduce checking account liabilities and by a 
multiple amount With a legal reserve requirement of 20 percent assuming 
the banks are loaned up open market sales of S'00 000 worth of govern 
ment promises will force a $500 000 reduction in the monej supph 

Open market activities are the major regulatory device of the Fed 
eral Reserve banks and are highly effective in controlling the size of the 
money supph with two exceptions 

1 The Federal Reserve as noted can only allow and cannot cause 
an increase in the supph of monej If more lending activity bj commercial 
banks would be a helpful antidote to a recession the Federal Reserve can 
supplj the necessarj conditions for more commercial bank lending and an 
increase in the supplj of monev but tbej cannot force the general public to 
borrow or force the commercial banks to acquire promises 

2 When banks are loaned up the Federal Reserve can easih limit 
the supply of money through open market activities hut when banks have 
excess reserves open market sales of government promises will—up to a 
point at least—only reduce the amount of excess reserves and not force 
commercial banks to reduce their holdings of promises or their checking 
account liabilities This limitation is not a very great one however because 
the tunes at which the Federal Reserve is trying to limit the supply of 
monej are usuallj times of high levels of economic activity when banks are 
ordinanlj loaned up and have no excess reserves 

Changes in the Multiple 

The foregoing has assumed legal reserve requirements of 20 percent 
While 20 percent comes rJov so the actual requirement today (ft « as chosen 
for illustrations because of its simplicity) reserve requirements are not fixed 
at anj given level but are themselves subject to change (within limits set 
by Iayy) at the discretion of the Board of Governors of the Federal Reserve 
System 

A change in the legal resene requirement has roughlj the same 
impact on the supplj of money as have open market operations It can 
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change the maximum supply of money, but will not determine the money 
supply 

If reserve requirements are initially 20 percent and are then in 
creased to 25 percent $1 00 of reserves that formerly was sufficient for 
$5 00 of checking account liabilities would now be suffic ent for only $4 00, 
the money supply would be reduced by 20 percent assuming all banks are 
loaned up Conversely a reduction in reserve requirements would allow an 
increase in the supply of money 

While changes in reserve requirements must be included among the 
methods by which Federal Reserve officials legally may limit the money 
supply the method has never been frequently used and since 1951 has been 
all but abandoned As an emergency measure during World War II and in 
the immediate postwar period reserve requirements were gradually raised 
to record levels Because high reserve requirements had the disadvantage of 
forcing banks to maintain an unduly Urge fraction of their assets in a 
noninterest earning form this policj has since 19.?l been reversed At every 
opportunity Federal Reserve officials have acted to reduce reserve require 
ments Consequent) while reserve requirements are changed they are 
changed in one direction only so that this method is not used as a flexible 
instrument of monetary polic) 

The “Discount Window" 

As already noted in Chapter 10 commercial banks can acquire more 
reserves by borrowing from the Federal Reserve banks It was pointed out 
that borrowing from the Federal Reserve banks cannot increase the money 
supplj since the borrowing bank has as a counterpart to its increased 
reserves a new promise issued instead of new checking accounts issued It 
should be clear by now however that transactions such as these which do 
not cause an increase in the supply of money may nevertheless allow an 
increase in the supply of money since they permit other money creating 
transactons to take place It would at first appear that the possibility of 
borrowing from the Federal Reserve banks would effectively neutralize any 
money supply limiting activities in which the Federal Reserve might engage 
but this is not the case largel) (1) because the commercial banks do not like 
to borrow from the Federal Reserve and as a matter of Custom borrow 
only limited amounts m order to acquire, twite promise* and (2) because 
the Federal Reserve tends to discourage excessive borrowing on the part of 
commercial banks 

The borrowing privilege instead tends to smooth the difficulties 1m 
posed on particular banks when the Federal Reserve banks engage in other 
regulatoiy activities or when customers transfer deposit accounts from one 
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bank to mother For instance when the Federal Reserve banks sell govern 
merit promises so as to reduce reserves the Federal Reserve officials have 
no wav of knowing which particular banks will be directlv and immediatelv 
affected The reserves mav come quite gencrallv from all banks or some 
times particular banks will be especiallj hard hit When a bank loses a 
large chunk of its reserve account because its depositors bought government 
bonds that were being sold by the Federal Reserve banks or because its 
customers transferred their accounts to other banks it has no practical 
option but to borrow Sometimes it can borrow reserves from other banks 
that have excess reserves, but when the Federal Reserve is selling govern 
ment bonds in order to reduce the supply of monev there will be few banks 
with excess reserves, and borrowing will have to be done at the ‘ discount 
window " 

The expression “discount window” comes from the fact that when 
the Federal Reserve System was first established it was expected that 
commercial banks would acquire additional reserves when the} needed them 
by “discounting" a customer’s promise that the banks had previousl} ac 
quired By this practice a commercial bank would m effect sell the 
customer's promise to the Federal Reserve bank for less than the face value 
and later buy it back at a higher price If the commercial bank had pre¬ 
viously acquired the promise from its customer at a discount the Federal 
Reserve bank’s action would be ‘rediscounting” (In a straight loan, a 
borrower receives a specified sum and promises to repay that sum plus 
interest at a future date In a discount, a borrower agrees to repay only a 
specific sum at a future date but he receives a smaller sum when he 
borrows) 

As a matter of practice, commercial banks rarely discount or re 
discount their customers’ promises Instead they secure an “advance” (a 
straight loan) and use government securities they own as a pledge of re 
payment Nevertheless, it is still customary to refer to the interest rate 
charged by Federal Reserve banks as the “discount rate” and to the act of 
borrowing from the Federal Reserve banks as ' going to the discount 
window ” 

The pow er to change the discount rate is generally included among 
the Federal Reserve’s tools of monetary control Some people believe that 
when the discount rate is raised, borrowing from the Federal Reserve will 
decline, and so will the money supply. Actually, the discount rate is largely 
symbolic. Commercial banks ordinarily do not borrow unless they positively 
have to because of sizable losses in reserves, and when they hate to borrow, 
the size of the discount rate is of no significance It seems that the Federal 
Reserve officials use the discount rate largely as a communicative device By 
raising the rate, they are telling bankers and the business world, “We have 
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dfaded that the money supply is excessive and future increases in borrowing 
would be bad ” 

The effectiveness of a svmbohc action is itself always subject to 
dispute. 


“Moral Suasion" 

If changes in the discount rate are to be regarded as largely sym 
bolic. then explicit communications bv the Federal Reserve offiaals to the 
banting community so-called moral suasion fall in the same category On 
several occasions in the past. Federal Reserve oSaals have tried to convince 
bant oScers to restrict or to increase lending a cm I tv, br writing letters to 
major banters or bv mating public pronouncements Attempts at moral 
suasion are usually greatest when the Fede'al Reserve is trying to encourage 
what it cannot force that is, increased lending, or when the Federal Resets e 
is attempting to limit the nonev supply, but is handicapped bv the existence 
of excess reserves 

In some European countries, where central banters have to deal 
with only a half dozen or a dozen large bants, these methods have some 
ernes been successful But in the United States, where there are 14 000 
separate commercial banks attempts at moral suasion have been notably 
unsucceessful 

IF THE TEREST RATE 

As has been noted there rs a diiergence of opinion on whether the 
amount of money in the economy (within broad limits) has much sigmfi- 
cance for the level of economic activity You will also later that even 
those who do believe that the amount of money is important do not agree 
on u hj it is important. But there i> general agreement on one point. The 
amourt of money does influence the terms on wh-ch finaraal transactions 
take place. These terms involve primarily the interest rates that must be 
paid bT those who issue financial im.truments- 

It can be shown that tho-e activities of the Federal Reserve that 
increase the size of the money supply al=o tend to reduce inte'c=t rates 

Ore important pnoaple behind this effect of monetary policy is that 
the market prices of fnancial instruments and the rate of interest m«r in 
apposite directions That is, if the price of a financial instrument were to 
nsc. its effective rate of interest would fall, and vice versa. Assume that a 
share of preferred stock is issued and sold at a price of SI 00 and that the 
appropriate interest rate at the time is 5 percent, so that the issuing torpor 
anon is obliged to pay dividends of $2 00 per rear per share. The $5 00 
annual payment is fixed, it will neither me nor falL The interest amount 
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does not change But stock prices ind interest rates do change Suppose 
market activity should raise the price of this stock to $125 The annual 
payment is still $5 00 per share but $5 00 is only 4 percent of $125 As the 
price of the financial instrument rises the effective interest rate falls (I\ew 
financial instruments of course would be issued at the new rate of 4 percent 
per year ) If the price were to fall again to $100 the interest rate would 
rise again to 5 percent 

If monetary policy were to be effective in rasing the prices of 
financial instruments it would have the effect of reducing interest rates. It 
is easy to show that monetary policy does have this effect 

First and most obviously when the Federal Reserve banks buy 
government promises on the open market their attempts to purchase prom 
iscs have the effect of bidding up the price of government promises More 
over the commercial banks when they get the additional reserves (or when 
reserve requirements are reduced) also attempt to purchase government 
promises or other existing assets thereby further bidding up the prices of 
government and other promises 

Higher prices of government promises and their lower effective 
interest rates should induce other holders of these same instruments to 
attempt to sell them in order to buy other kinds of financial instruments 
This process should tend to spread the reduction in interest rates throughout 
several different types of financial instruments beyond just government 
promises 

You can look at the same process from the point of view of the 
holders of financial instruments Each kind of financial instrument brings its 
own kind of reward some pay interest some arc highly liquid some allow 
a measure of control over business firms It would be wrong to think that 
there are no inducements to hold money and that bonds arc always more 
attractive Each holder of financial instruments tends to balance the benefits 
he gets from different types of financial instruments and usually holds 
several different types in order to achieve this balance 

If the banks arc to be able to induce such holders of financial instru 
ments to give up bonds and to hold more money this balance of benefits 
must be changed Higher bond prices may induce the owner of bonds to sell 
them lower interest rates also will tend to make the ownership of bonds 
less attractive relative to money The people must be offered higher bond 
prices to induce them to sell them and hold money 


8 This example is greatly simplified by the choice of preferred stock since 
shares of preferred stock unlike promises are never due — i e need never be 
repaid If the illustration were to involve bonds with fixed maturities instead of 
stock it would not be so easy to determine the appropriate interest rate for each 
price and yield But the annual return from bonds I ke preferred stock is fixed in 
advance and as the price of bonds r ses the effective interest rate falls in exactly 
the same way (although not by as much) 
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Thus it is that the actions of the Federal Reserve in buying govern 
ment bonds and lowering reserve requirements actually tend to reduce 
interest rates There is no controversy over this point, all economists agree 
that easy money” policies have this effect Not all economists, however, 
agree that within a reasonable range of interest rates, changes in interest 
rates have much effect on the level of economic activity That controversy 
must he postponed to Chapter 17 

Direct Financial Controls 

Actions of the Federal Reserve, then affect the quantity of promises 
that commercial banks may acquire, the size of the money supply, and the 
direction of change of interest rates These are all accomplished simul¬ 
taneously 

At various times in the past the Federal Reserve officials have been 
given powers to control in more direct ways, particular types of lending on 
which conventional monetary controls seem to have little impact 

Today, the only such direct controls exercised by the Federal Re¬ 
serve are on security loans made by brokers Securities are often purchased 
on the margin,” which means that the buyer pays his broker only a down 
payment and the broker lends the buyer the rest of the price holding the 
securities themselves as collateral The “margin” is the down payment as a 
percentage of total price a 10 percent margin would mean that the buyer 
would have only to put up 10 percent of the purchase price of the security 
Margin buying tends to be associated with speculation on the 
security exchanges If a man expects the price of a particular stock to rise 
from $100 to $110 within a short time, he will want to buy shares of that 
stock With a 10 percent margin, he only has to put up $10 per share When 
(and if) the price of the stock does rise to $110, he may sell having made 
a 100 percent profit—$10 profit for every $10 he puts up 

Speculation is not bad in and of itself Many people feel, however, 
that excessive speculation, which might result in undue changes in the prices 
of securities, might influence the level of business activity indirectly, be¬ 
cause businessmen may follow the stock market and base business decisions 
on whether stock prices are using or falling Hence, the Federal Reserve 
has been given the power to set margin requirements Several times in past 
years the Federal Reserve has set margin requirements at 100 percent 
Ti/iUTitfig "Anti Wyers cl securities'naci to pay cas'n 

There have also been occasions, especially during wartime, when 
Federal Reserve officials have been given responsibility for designating the 
minimum down payment and the maximum period for repayment of loans 
made for the purchase of houses, automobiles and household appliances 
The purpose of such regulations was to prevent the extension of Credit from 
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CHANGES IN THE LEVEL 
OF ECONOMIC ACTIVITY 


Before World War II the prosperity of industrial societies would period¬ 
ically be interrupted by a severe depression, throwing millions of persons 
out of work bankrupting thousands of businesses and, through collapse of 
part of the financial structure, creating “panic” and wiping out the savings 
of tens of millions of persons The magnitude of these depressions is not 
really known in most cases because of the inadequacy of statistical records, 
especially before 1929 but enough is known to judge these periodic ‘ crises” 
as extremely severe and economically unhealthy 

To today’s student these severe depressions are only history Major 
declines in the level of economic activity, such as in 1873, 1893, 1907, 1921, 
1933 and 1938 seem to be things of the past 

But less severe changes in the level of economic activity are not things 
of the past, since World War II, recessions (as today’s more moderate 
declines are called) of varying intensity—but all still involving idle facili 
ties and millions of unemployed persons—have appeared with the regularity 
of the past, in 1946 in 1949, in 1953 1957, and 1960 Much more is 
known now than in the thirties and before about what lies at the root of 
these declines, and what can be done about them The lessened seventy of 
these declines is a direct consequence of the increase in knowledge (as well 
as of other factors, especially the relatively new notion that unemployment 
of an) one tends to be a social responsibility rather than just the responsi¬ 
bility of the unemployed person) 

If really severe depressions, such as appeared in the 1930s, seem to 
be a thing of the past, why is it still important to devote much time and 
208 
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I SPECIFIC AXD GEXERAL DECLIXE IX 
THE LEVEL OF ECONOMIC ACTIVITY 

Whether you hate experienced them or not you know what people 
mean when ther 'peak of “hard times” Sometimes business is pood, other 
times it is not so good and sometimes it is downright bad Sometimes it is 
easy to make a sale at other times a buyers' market * obtains. Sometimes 
w ork is plentiful other times jobs are next to impossible to find 

Macroeconomics the subject of this introductory text cannot ex 
pla n all cases of hard times and unemployment. Some of these cases are 
best analyzed in terms of 'lowness of an internal readjustment process an 
analvx s best framed tn terms of microeconom cs So it is important at the 
outset to indicate what kinds of employment problems this chapter and the 
next one deal with In general the sources of hard tunes’ can be broken 
into two categories specific (or 'structural ) where microeeoonmics is 
more appropriate and general (or cyclical ), for which macroeconomic 
analysis is best 

Structural Unemployment and Specific Depressions 

Sometimes when there is had business’ and unemployment only 
one product one industry or one type of job will be affected Sometimes 
hard times will come to one or a few isolated regions in the country, a 
so-called depressed area. 

In such cases of limited depression you will seek an explanation rn 
the special factors that apply to the type of product job or region affected 
Tastes change new types of product are deieloped and new ways of doing 
things are introduced Business firms specialize, and when such changes 
occur some firms may be expected to prosper and others may be expected 
to experience difficulties When foreign trade expands firms producing for 
export may thm e while those that face new * foreign competition’ at 
home may suffer When oil and natural gas become more attractu e as house¬ 
heating fuels coal becomes less attractu e, and the gas and oil industries 
prosper while the coal industry declines When methods of producing a 
product are improied so that fewer services are required for each unit of 
product (the change mat be ‘ automation mechanization or just reorgam 
zation) sometimes people wall buy more of that product but in other cases 
as with farm products people do not buy more so some labor may be re¬ 
leased and unemployment results 

In these cases unemployment and hard times are caused by the 
slowness of the adjustment process. People and producers e facilities cannot 
rapidlj change from the production of one good faang foreign competition 
to another designed for export or from the production of coal to the pro- 
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duction of gas and oil Farmers forced out of rural areas cannot instan 
taneously become skilled urban product on workers school teachers or 
professional men As a result the Un ted States has experienced prolonged 
agricultural depressions in the midst of prosperity as existed in the 
1920s and to a lesser extent in the 1950s Thus also is explained the 
regional depression in West Virgin a predominately a coal m ning state 
And to some extent such adjustments to change account for the fact that 
even tn good times there are from 1 million to 3 million persons officially 
counted as unemployed 

Such 1 mited or specific depressions are sa d to be structural in 
source giving rise to structural unemployment When structural unem 
ploymcnt affects many parts of the economy at once difficulties may be 
widespread But ordinarily the weakness in one area will be offset by 
strength in another when the coal industry is dechn ng other fuel mdus 
tries are growing Certainly there are problems that ar se from adjustment 
to economic change and the problems may be quite serious to those who are 
immediately involved But the problems are limited to a particular area or 
to a particular type of service 

The nature of the problem is understandable one industry is de 
din ng because another is growing And the nature of the solution is also 
clear services must be adapted to the kind of product wanted or to new 
technology The fact that the solution is clear does not necessarily make its 
ach evements easy or prompt There are many barriers and resistances to 
movements from one area to another and from one type of service to 
another 


Cyclical Lnemploymerit and General Depressions 

Nevertheless structural unemployment must be distinguished from 
the type of unemployment that exists when business is bad everywhere 
usually called cyclical unemployment When things are bad all over or 
at least over a wide range of economic activity the weakness in one area is 
not offset by strength in another there is weakness virtually everywhere 
If you could have looked at the difficulties m agriculture in the 
early 1930s you might have concluded that there was overproduction of 
farm product and that there were too many farmers The solution you 
would have said would have been for some farmers to leave the country 
side and seek jobs in the cites Agricultural output would then have 
declined pnces of farm product would have risen and the remaining 
fanners would have become prosperous Such would have been a simple 
sensible solution—except for one thing there was no place the farmers and 
farm laborers could go In the early thirties, there were from 8 million to 
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persons but there are also a similar number of unfilled jobs in other areas 
or in industries requiring higher levels of skills or different skills the 
problem is apparently one of a delayed adjustment rather than of cyclical 
unemployment 

II EVIDENCE OF A DECLINE IN 
ECONOMIC ACTIVITY 

There is no one set of statistical data called the level of economic 
activity Changes in the general level are actually combinations of events— 
increasing unemployment declining total product more business failures 
fewer hours worked fewer buildings built less savings acquired by the 
people and so on To get an adequately comprehensive idea about what 
happens in declines it is necessary to survey data of several kinds 

Unemployment and “Full Employment" 

What is deemed to be the most important indicator of the general 
level of economic activity depends on one’s point of view as to what is most 
important If you think the rate of corporate profits is the most important 
indicator of the health of a private ownership market economy, then jou 
will emphasize that type of data If you think that the rate of business 
investment—involving as it does, the rate of capital formation for future 
output—is the most important, you will emphasize that statistical infor¬ 
mation 

Of all the different types of statistical data popular concern is most 
often—and probably properly so—with employment and unemployment, 
and since this is so, the level of economic activity is most often interpreted 
to be a matter of the number of persons employed in relation to those ready, 
willing, and able to work, that is, in relation to the labor force ’ (The 
term labor force w as defined in Chapter 2 as consisting of all those persons 
ready, willing and able to work, whether or not they have ever been 
employed ) 

If full employment is to mean 100 percent employment, so that 
every single person in the labor force is employed, the United States has 
never had and never will have full employment Statistics on unemploy 
ment have been kept faithfully for over thirty years and estimates have been 
made for prior periods, only during World War II—when many of the 
sources of structural unemployment were absent and when many people 
were actually ‘ frozen" in their current jobs—did American unemployment 
fall below one million 

Even in the absence of senous localized structural unemployment, 
there are always many people voluntarily or involuntarily between jobs 
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just entering the labor force from school or military services or seasonally 
unemploj ed Construction workers mat be temporarily unemployed between 
projects A steel strike maj result in temporary unemploj ment in the auto¬ 
mobile indusm and elsewhere There is seasonal unemploj ment in resort 
areas and in agriculture A certain amount of unemployment is always to 
be expected 

Just where lies the dividing line between acceptable and unaccept 
able unemployment ts something of an arbitrary matter, or a question of 
point of siew Zero unemployment would hardly be a healthy sign, it 
probably could exist only in an economic system based on slavery With a 
labor force of approximately 80 million persons unemplojment of perhaps 
2 million or 3 m Hion persons—about 3 percent or 4 percent of the labor 
force—would be considered norma! ' Uncmplojinent of 5 percent would 
begin to become a matter of concern and unemployment of 6 percent would 
be regarded bv manv economists as a clear sign of recession Unemployment 
of 10 percent of the labor force would ordinanlv suggest a stronger word— 
depression 

The record of unemployment in the four American recessions since 
1948 is shown in Figure 12 1 The more severe recessions—those of 1949 
and 1937 1938 were marked by unemployment in excess of 7 l /i percent 
of the labor force In the less severe recessions of 1933-1934 and 1960- 
1961 the maximum unemployment ranged between 6 percent and 7 percent. 
Note another interesting fact, which is obvious from the chart. The recovery 
from each succeeding recession was less complete than the last. Unemploy 
ment fell below 3 percent in the prosperity of 1933 but did not fall that low 
again it fell below 4 percent in 1956 and 1937, but that mark has not been 
crossed since. In fact, since the beginning of the 1937-1938 recession m 
late 1937 up until the m ddle of 1964 (where the chart ends), unemploy 
ment fell below 3 percent only during one bncf month. Some people have 
gone so far as to suggest that 3 percent unemployment mav now be regarded 
as acceptable,’ although few are really satisfied with the figure. 

Other Major Indicators 

Unemployment is only one of many indications of a decline m the 
level of economic activity A decline in the level of economic activity—if it 
is truly cycbcal in nature—is characterized by the s multaneous appear 
ances of many individual declines Often the rate of business failure (see 
OvaytsT mtitases, the total product created declines or levels o5, some- 
tunes prices fall, the average number of hours worked declines, less new 
construction is undertaken the rate of new borrowing declines, and many 
other changes occur, all together adding up to a general decline in the level 
of econo true activity 
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Figure 12 1 


Evidence of a Decline in the Level of Economic Activity, 
Major Concurrent Indicators 1948-1963 



Figure 12 1 shows some of these major ‘ indicators" Note the shad¬ 
ed areas. They indicate periods of “general decline," as determined by 
methods developed by the National Bureau of Economic Research The 
beginning of a decline is marked with a “P," indicating (in the National 
Bureau’s terminology) a ' peak” of economic activity preceding a decline, 
the end of the decline (but not the end of the recession—just the end of the 
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The first chart can be considered a measure of “underemployment,” 
■which is quite s milar to measured unemplojment The standard work 
week to which emplo\ees are now subject is about forty hours, because some 
people still work standard work weeks of fort) four or fort} eight hours 
and because of some overtime work the average number of hours worked 
per week is a fraction in excess of forty during good times A decline in the 
average number of hours worked from fort) to thirt) eight with no in 
crease in employment would be roughl) similar (in terms of decline in 
total product created) to an increase in unemployment of 5 percent But 
the average number of hours worked ordinarily declines at the same time 
as unemplo) mcnt increases thus magnif}ing the effects on employment of 
a decline in the lei el of economic activity Note that the postwar experience 
has been that the average number of hours worked per week tends to begin 
declining much earlier than total unemplo}ment begins to rise 

Other important indicators that lead the general decline are cor 
porate profits the income share most sensitive by far to C)chcal changes, 
business inventories whose importance is discussed later m this chapter, 
housing construction which is counted as part of business investment, and 
new orders (obviously orders would decline before production ) in durable 
goods industries 

The lead indicators are extremely useful in predicting changes in the 
level of economic activit} and are hence an important policy aid But their 
importance can easily be exaggerated None of them is aluays a lead indi 
cator And in some cases the statistics are not gathered quickly enough to 
tell officials a recession is coming before it actually has come. 

For contrast one important "lag” indicator—which tends to turn 
up or down after the general level of economic activity—is included in 
Figure 12 2 Note that business expenditures on new plant and equipment 
especially tend to lag behind the general level of economic activity in turn 
ing up and come close to being 'concurrent m turning down This fact is 
important because it suggests that a decline in bus ness inv estment—in 
acquisition of new productive facilities—may often be an element in the 
initiation of a decline in the lev el of economic activity, but rarely is an ele 
ment in the initiation of a recovery from a recession 

III HOJF A DECLINE BEGINS 

One part of the theory developed since the early 1930s about 
changes in the level of economic activity is that a decline begins in one 
general part of the economy such as one sector, and then spreads through 
out the economy—the effect of the decline being ' multiplied in the process 
of spreading 

The analysis of the spreading and ‘multiplying’ process is fairly 
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complex and will be postponed to the next chapter The remainder of this 
chapter will be concerned with the initiation of a decline In this section 
some general conclusions about the initiation of a decline will be outlined 
In the last section these general statements mil be compared with the 
post-World War II record of the Amencan economj 


The Mature of the Origins—Product Taking Decisions 

When people become unemployed there are in principle at least 
two possible types of explanations Either people cease to be willing to 
provide labor services and voluntarily quit or temporanlj leave their job« 
or emploj ers cease to demand their services and release them temporarily 
or permanently It is reasonable to believe that most unemployment in a 
period of business decline results from the second of these causes—that 
people want to be emplojed and are willing to be employed at the going 
rates for the kind of work they can do 

Hence the conclusion ordinarily is that unemployment results from 
decisions made bj business administrators not to emploj people not from 
decisions made by people not to be emplojed 1 Indeed a man is not regarded 
as belonging to the labor force unless he is read) w tiling and able to 
work so if a man decides to quit working for a while and does not seek 
another job he is not even counted as being unemplojed 

Administrators release emplojees temporarily or permanently when 
they do not wi«h their firm to produce as much product as before The 
question then becomes Whj do administrators decide to cut back on pro 
duction* Again tvv o explanations are possible The administrators may not 
want to sell the product or customers maj not want to buy the product 
Only the latter explanation seems plausible It is a reasonable presumption 
that administrators would employ workers use their productive facilities 
and turn out product if they believed that the product could be sold at 
prevailing prices 

1 The conclusion u not really as easily come by as it seems and indeed these 
truistic sounding paragraphs contain assertions that were the subject of considerable 
controversy among economists in the 1930s If administrators in a factory lay 
©8 a large number of workers early economists asked could not these workers 
have regained their jobs simply by reducing the wage they demanded? This question 
led many early economists to regard much of what wc call cjchcal unemployment as 
voluntary unemployment even when the unemployed were laid off or released 
outright This reasoning led them to suggest that one cure for depression would 
be a nationwide wage cut The trouble is that such a policy would cut back on 
the amount of product the people as a whole attempted to buy and hence not ma 
ten ally affect the amount of unemployment A wage cut policy which seems valid 
when applied to a particular industry or firm no longer seems reasonable when ap 
plied to the entire economy When applied to particular firms or industries this 
high wage analysis does seem to provide a valid partial explanation of some 
types of structural unemployment such as in the bituminous coal industry In this 
chapter cjclica) unemployment ts regarded as involuntary resulting from deci 
•ions made by management 
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Hence it is that when you attempt to determine why a decline in 
the lei el of economic activity begins you focus attention on the will ngness 
of customers to take product rather than on the will ngness of adminis¬ 
trators to employ workers or the willingness of people to work. 

Some False Conclusions 

Some people—usually not professional economists but sometimes 
even members of that heterogeneous group—have accepted the conclusion 
that employment depends on the willingness of customers to take product, 
and have used that principle to propose false explanations of the origins of 
depress ons and recess ons These explanations will sound crude and igno¬ 
rant to you if you have absorbed the lessons of the earlier chapters of this 
text but in chanty to those who proposed and believed them you must 
recognize the simple intuitive appeal of the arguments 

Why should the sectors of the economy decide to take less product, 
thus putting people out of work’ One erode argument frequently offered 
is that there isn t enough income to buy all the product created If there 
were not enough ireome, then undesired increases in the inventones of 
firms would appear and workers would be laid off and these workers 
having less income would buy less, and so on 

Th s plausTsle sound ng argument is complete nonsense. There can 
never be insufficient income to take all the product created because income 
and product are created at the same time and are always equal as you 
have seen again and again. In fact, herein lies one of the traged es of re 
cessions and depressions when there is unemployment, people can have 
more income simplv bv creating more product they can hav e more jobs by 
simplv going back to work. Insufficient income can hardly explain insuffi 
aent product taking 

The same argument is sometimes even more crudely put Sometimes 
you will hear it argued that the people don t have enough money to take 
all the product created The people who argue this ordinarily mean in 
come instead of the agreed upon medium of exchange. In the aggregate 
it is services, and not money that are exchanged for product the role of 
money is to facilitate this basic exchange. If the banking system is doing 
its money isu ng job adequately and if the Federal Reserv e officials arc not 
improperly holding down the money supply there will always be a sufficient 
amount of money for a full-employment level of economic activity 

There is an mtuitiye appeal in both of these false conclusions A 
person who is unemployed during a recession may feel that if he had mere 
income {or more money) he would buy more and that if he bought more, 
someone else would be giv en a job and would buy more and so on. But in 
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economics there is il» tys i dinner involved m reasoning from the part to 
the whole In the ics;re t r»te totil product md ton! income ire the same 
tho-e who arc unemphned can get more income b\ creiting more product 
1 he problem is to determine w hv thev do not orc innot do so 

Tht Fontt Is on H'lHint/nos to rtike Product 

In thi initiation of a decline m the Uul of rumumn activity the 
focus ot ittcntion is not on the tiliht\ to tike product—not on whether 
theri is enough income or enough monev —but on the uillutj/nrss to 
take product What » involved r> product tikmg decisions made b\ the 
four sectors ot the cconomt 

Tor example suppose an eeonomt has a full emploimrnt level of 
total product of $1000 Ihe people (individualh and collrcti\r!\) want 
to take >900 worth businesses w int to keep (incest) $100 worth Keen 
thins; u fine 

1 hen one dat for some reason businesses decide the) no longer 
want am of the product The) ha\e as much productue facilities is the) 
want the\ hate as much inienton as thet want If thee la) off workers 
in order to cut clown output to $900 income and product will both irn 
mcductcl) decline to $900 Income tuid product will still be equal, there 
will still be enough income to bin all the product Hut there will be 
unrmplotment 

If instead, production reniuns at $1000 worth because the busi 
neves still expect to sell to each other and expect the people to take as much 
product as is not sold to other businesses the businesses will find that the) 
arc left with $100 worth of product Fvcn though the) had decided not to 
keep am of the product, the) wind up with >100 worth of increased imen 
tor) Income is still equal to product, and there is «till enough income to 
take all the product 

Hut because of the unintended increase in inientar)—the ‘ imolun 
tar\ imestment ’—the firms will begin lasing off workers md cutting back 
on output 'throughout an) ensuing decline income will be equal to prod 
uct and there will always be enough income to bu> all the product 

The decline results when businesses decide to take less product 
Siniilarh, a decline would result from a decision on the part of the people 
to take less product—that is an ittempt to sace more 

The generd pattern followed bi declines in the level of economic 
adixit) consists of two steps 

1 Someone decides to take, or attempt to take, less product than 
before with no commensurate increise m the amount of product an)one 
else is willing to take This initial decision, or group of decisions, initiates 
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from the rest of the world and the amount of product taken by the rest of 
the world For instance it was noted above that a decline in net product 
taken by the rest of the world could result from an increase in product taken 
from the rest of the world by Americans with no commensurate increase 
in product taken by the rest of the world But if Americans take more 
product from the rest of the world foreigners would have more American 
dollars and even if they decide to keep—as foreign exchange reserves — 

10 percent of the newh acqu red dollars the other 90 percent would have 
to be used to take product from America Product taken from America 
would rise bv as much or almost as much as product taken from the rest 
of the w orld 2 

11 the people as INDIVIDUALS As you will see the changing 
willingness of the people to take product does occasionally affect the level of 
economic activity But generally the peoples behavior with respect to the 
amount of product they decide to take is consistent and regular It follows 
a fairly predictable pattern to be discussed in the next chapter it appears 
that the proportion of their income people want to use for taking product 
and the proportion they want to use to acquire financial savings are not 
subject to major swings at least when the people as a whole are considered 
III THE PEOPLE COLLECTIVELY Prior to and even during the 1930s 
whenever there was a decline in the level of economic activity and 
government tax revenues government units more often than not attempted 
to reduce their expenditures tn order to maintain balanced budgets This 
decline in product taken by the people collectively only added to the magni 
tude of the decline 

Today government units tn the United States recognize the sigmfi 
cance of their budget policies for the level of economic activity and hence 
it seems unlikely that they would again act in such a w ay as to precipitate 
or aggravate a decline in the level of economic activity In fact the federal 
government has taken a major responsibility (to be discussed in Chapter 
14) for maintaining a high level of economic activity Hence the govern 
ment seems an unlikely place for the initiation of a recession or depression 

Nonetheless government can be responsible for unemployment A 
decline in the product taken by government at the end of World War II— 
certainly a decline to be expected—had a lot to do with the brief but sharp 
recession of 1946 And many fear that general disarmament would today 
endanger the level of economic activity Moreover the chronic unemploy 
ment of the late 1950s and early 1960s has been blamed by some on govern 
ment policy 

2 Structural unemployment might result from such a change because Amen 
can purchase of more product from the rest of the world might cut back on the 
amount of product sold by one set of American firms while the sale of more product 
to the rest of the world might increase the product sold by another set of firms 
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But for the periodic appearance of general declines in the level of 
economic activity jou will have to look for an initiator other than the 
government 

IV business The record shows that the purchase of product by business 
is more volatile than that of an) other sector The level of investment is 
deemed to be the most strategic factor in the initiation of a decline in the 
level of economic activit) Three separate but interrelated reasons can be 
given for this volatility 

The first can be best suggested through an example Suppose a firm 
needs one machine for the production of every 10 000 units of product sold, 
its investment in machines is obviously related to its sale of product It does 
not matter whether the firm produces product to be taken by the people, by 
business, by government or any combination of sectors, since machines are 
used in the production of all of these If each year its sales increase by 
10 000 units it will need to buy an additional machine each year, its in 
vestment in additional machines does not depend on the let el of its sales but 
instead on the growth of its sales For instance, if sales should be 180 000 
units one year and rise to 200 000 the next an additional two machines 
will be purchased If in the following year sales rise again by 20 000—an in¬ 
crease of 10 percent—investment will remain at two machines—an increase 
of zero percent If in the second year sales should increase by only 10 000 
instead of 20000—an increase of but 5 percent—only one machine will be 
needed A change in sales of plus 5 percent brings a change in investment of 
minus 50 percent' If in the second year sales had instead nsen by 30 000— 
an increase of 15 percent—three new machines would have been needed as 
opposed to two the year before—an increase of 50 percent The lesson of 
this so-called accelerator effect is that a small percentage change in final 
sales will bring a relatively large change in investment 

This means that investment will vary more widely than sales of 
product in general, but it does not necessarily mean that changes in invest 
ment will initiate a decline in the level of economic activity, since the 
change in investment is itself the result of changes in sales of product in 
general (possibly including investment) To understand why changes in 
investment should initiate recessions, you have to think of the accelerator 
effect in conjunction with a second explanation for the volatility of invest 
ment The amount of investment does not depend only on the growth of the 
people’s willingness to take final product, it depends much more on forecasts 
by businesses concerning what the people will do in the future It is a truism 
that there are enough productive facilities and inventories today to provide 
the economy with the amount of product being taken today but today’s 
investment is largely related to tomorrows sales Being less concrete, ex 
pectations tend to be more volatile than sales themselves 

Putting these two points together, it can be seen 


that relatively 
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As is well known, when we entered World War II the effects of 
the Great Depression were still with us Indeed in 1940, when Europe was 
already at war and European orders for product were already increasing 
American employment, there were still about 8 million unemployed persons 
in the United States 

Our entry into the war precipitated a tremendous demand for mili¬ 
tary equipment, and in a relatively short time the labor force was fully 
employed The high level of employment and fears of shortages of consumer 
goods soon resulted in such great demands that it was necessary to ration 
some types of product During the war people could not get any or enough 
of certain types of products, such as automobiles tires, houses, appliances, 
and even girdles, so throughout the war a great backlog of demand for these 
products dev eloped 

At the end of World War II in 1945 many people feared an almost 
immediate depression because of a sharp reduction in government expendi 
tures There was in fact a brief dip in the latter part of 1945 and in early 
part of 1946 but the backlog of consumer demand was so strong that the 
unemployment caused by the shift from the production of war goods to 
consumer goods was relatively shortlived There was a shift from product 
taken collectively to product taken individually It was apparent to admin¬ 
istrators that more product would be wanted in the future and that more 
facilities would be needed to provide that product 

The increases in product taken by the people and the anticipated 
further increases provided full employment until about the middle of 1949 
By that time the backlog of demand for some tvpes of product (particularly 
soft goods such as textiles) had been satisfied, and unemployment began 
to appear in some areas In other areas (for example automobiles, electrical 
appliances, and housing) the people had not yet been satisfied 

In the middle of 1950 the Korean incident began Remembering the 
experience of World War II, people rushed to buy the kinds of things that 
had then been in short supply Business administrators, recalling the same 
experience rushed the production of ‘ hard goods” at an even greater rate 
Thev built up inventories so that they would have product to sell for the 
duration 

But the Korean incident was not the start of another world war It 
was a limited action that did not require military production at a level 
anything like that required by World War II When households found that 
‘ hard goods” would be av ailable to them, they were less interested in buy¬ 
ing immediately Unsold inventories began to accumulate in business firms 
The increase in military production was provided by the increase in the 
labor force and the increase in productivity, there was little reduction in 
product taken individually. 

After the truce in Korea a rather striking development took place 
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pliances The flurry of buying at the time of the Korean conflict is under¬ 
standable and so is the immediate post-Korean conflict letdown 

But what explains the sharp increase in consumer buying in the 
latter part of 1954 and 1955 7 Why did administrators anticipate that the 
increase in buying would be sustained in the succeeding years so that the 
increase in their facilities would be w arranted 7 And why did the anticipated 
increase in consumer buying not materialize 7 And how do you explain the 
chronic slack’ in the economy appearing in late 1957 7 Many different 
answers are given to these questions 

The experience of the past twenty years is not, of course, an adequate 
basis for generalization Dunng that period there were many ‘ special” 
conditions But it may be true as some have alleged, that each and every 
change in the level of economic activity has unique causes and that general 
ization is impossible 

But the pattern of the past twenty years is not really out of lire with 
the expectation that swings in investment, together with periodic wartime 
booms account for most—but not all—changes in the level of economic 
activity 

And economists have been analyzing changes in the level of economic 
activity over much longer periods than twenty years The evidence of the 
last century is even more convincing that historically declines in the level 
of economic activity—and especially the most severe ones—result from 
changes in the level of investment, especiallv those centering around lm 
portant technical advances 

The origin of changes in the level of economic activity is, however, 
only part of the analysis If such changes ordinarily begin with changes m 
product taking by business firms how is it that recurrent periods of pros¬ 
perity and decline affect the entire economy 7 Why is it that when those 
employed in industries creating productive facilities are laid off and become 
unemployed those employed in other industries are also laid off 7 And why 
is tt that when those laid off in industries creating productive facilities are 
rehired so also wall other employees be rehired 7 

The answer to these questions revolve, as you might suspect by now, 
around the relationship between the amount the people want to save and 
the amount businesses want to invest. This savings investment analysis be 
gins in the next chapter 
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Figure 13 1 



set of people that is those who preside sen ices to the food industry do 
not also preside sen ices to the clothing and shelter industries. 

If von worked for the clothing industrr, you would he creating 
cloth ng hut vou would not has e to tike all or es en anv, of the benefits 
ot vour acmitv in the form of clothing You could take product of value 
equal to the salue of the product vou created You probabH would take 
some ot each some clothing (but not necessarily the same items you worked 
on> some food and some shelter In effect you would trade most of the 
clothing vou had created for food and shelter 

Product Traded for Product 

As is shown in Figure 13 1, each group of people provides product 
to the other two groups and in return gets the product created bv those 
groups The diagram points up the fact that the basic exchange in anv 
economs is not trade between people and production groups but trade among 
tropic L ltimatelv vou trade vour services for the services of others. 

Mottos er each of these individual trades is an even trade and 
balances evactlv For instance the food taken by the people in the clothing 
industn is equal in v alue to the clothing those people provide to the food 
industn 

But ev en for a simplified economv, something is missing m this pic¬ 
ture The economv described uses up all of the product it creates and hence 
does not increase its capital There is no investment And «mce this i< true 
there is no saving Add then, a fourth industrr called the capital goods 
industrr which produces machines buildings and the like, for the three 
‘consumer goods industries 
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You saw that those who supplied services to the clothing industry 
in effect traded some of the clothing they had created for some food and 
some shelter and that those in the food and shelter industries similarly 
traded some of their product to get other products But what can those 
in the capital goods industry trade for consumer goods’ What can they 
give to the people who provided services in other industries’ They can 
not of course offer the product they have created as can those in the food, 
clothing and shelter industries because capital goods, by definition are 
not meant for, and are not wanted by the people 

The Creation of Savings—A Yen. Vtev: 

To answer this question you must recall two points raised in Chap¬ 
ter 7 

1 When a firm wants to acquire additional product—to invest—it 
“pays for’ the product by issuing new financial instruments in restricted 
form—bonds and capital stock for instance—even though the people who 
provide the services to create the product may not be the same persons who 
acquire the new stocks and bonds 

2 When a firm does deade to invest, the people as a whole do not 
acquire additional financial instruments—do not save—until the firm actu 
ally acquires the product, regardless of when new stocks and/or bonds are 
printed up and issued 

The two points can be combined to bring out a third important 
point Those uho provide the services that create capital goods are Paid 
in the form of additions to the people’s holdings of financial instruments 
When those who provide sem-cs to the capital goods industry get paid, their 
pay represent, new savings for the people in aggregate They are paid ui 
money, of course, perhaps even "old ' money, but when they are paid, the 
Savings of the people as a whole increases The pay is new savings To see 
better why this is so, try a few examples 

First, suppose that the clothing industry (any industry would do) 
want* more productive facilities, to be created bv the capital goods in 
dustry Firms m the clothing industry issue promises or new shares of 
net worth 

Assume these new financial instruments are sold to the people, who 
give money for them 1 At this stage, the financial transaction is of the first 
type, as described in Chapter 7, the financial savings of the people have 
been charged in form, but not in amourt. Where they formerly held 
money, they now hold another type of financial instrument. Hence even 

1 It would be no di Select if tie people gave money for accounts at financial 
intermediaries (other than commercial backs), and the financial intermediaries 
used the money to acquire the promises and stock shares. 
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though new promises or shares of net worth are now held by the people, 
these instruments do not represent new savings 

The firms in the clothing industry then give the monej to the firms 
in the capital goods industry, which in turn use the money to pay those 
people who provided services to create the new product At this point the 
people’s financial savings do increase, the financial transaction is of the 
second type The people as a whole have both the stocks and bonds 2 and 
the money The firms in the clothing industry now have the product 

Note carefully what has happened When the service providers who 
created new capital goods were paid, the savings of the people as a whole 
increased People who create capital goods—whether productive facilities 
or inventories—are paid with new savings This is true regardless of how 
the transaction is financed 

Suppose that the firms in the clothing industry had issued promises 
to commercial banks instead of directly to the people The commercial 
banks would then have issued checking accounts—new money—to the 
clothing firms But while the firms in the clothing industry still held the 
new monej and the bank held the promise the amount of the financial hold 
ings of the people would be unaffected When this new money had been 
paid to those who had created the capital goods, the people’s savings would 
have increased The result is the same 

A final example is a little trickier Suppose the firms in the clothing 
industry finance their new productive facilities "out of ’ undistributed profit 
In this case, when these firms make the profit in the first place, they acquire 
more money as an asset, and the value of net worth increases This is 
another financial transaction of the first tjpe the people have less money, 
but more net worth (in value), so they have changed the form in which 
they hold their financial instruments Then when the clothing firms actu 
aly acquire the productive facilities, and the people who created them are 
paid, “investment” and “saving’ take place simultaneously Once again, 
those who create capital goods are paid in the form of increases in the 
people’s savings 


Trading Savings for Product 

Thus an important new principle has been noted those who create 
capital goods—new product held by businesses—are paid with new savings 
(even though they may be paid with “old” monej) This principle also 
tells us what those who create productive facilities can exchange for food, 
clothing and shelter They can offer savings That is, since the money 
they have been paid represents new financial holdings for the people as a 
whole, when they spend it they are trading new savings for product 
2 Or account! at financial intermediaries 



SPREADING OF CHANGES IN THE LEVEL OF ECONOMIC ACTIVITY 


233 


Figure 132 



A person who creates food does not have to take just food, he can 
take clothing and shelter too And he can save—he can acquire financial 
instruments To save he must give some of the product he has created to 
those who created productive facilities And a person who created productive 
facilities and who gets new savings as pay does not have to take all 
the benefits of his economic activity in the form of savings He may take 
food, clothing, and shelter—but he will have to give financial instruments 
in exchange 

Figure 13.2 shows those in the capital goods industry trading savings 
for food clothing, and shelter The value of savings going to those pro¬ 
viding services to the three consumer goods industries must equal the value 
of the food, clothing and shelter taken by those providing services to the 
capital goods industry Once again all the trades are ev en ones 

The total amount of savings acquired by all the people is equal, of 
course to the total amount of capital goods created. And the total amount 
of product taken by the people plus savings acquired by the people is equal 
to the total product of all kinds created 

Figure 132 looks a little complicated, but it really represents a 
substantial simplification over the actual state of affairs In a real economy 
there arc more than four industries, some people provide services to more 
than one industry, and, most important, there is substantial overlap between 
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capital-goods industries and consumer-goods industries For instance any 
one who creates a physical consumer product” actually creates a capital 
good because that consumer product will be held as m\ entorv by some 
firm or firms for a finite period of time. 

The simplification introduced in the argument it must be empha 
sized is for expository purposes only The main principles stated are cor 
rect and would be shown by a more realistic example. For instance sup¬ 
pose a firm in the food industry decides to increase inventories In this 
case there is no separate capital goods industry " The food firm supplies 
its own capital goods. But the food industry must snll issue financial instru 
irents in order to hold product, and when those who create the inventory 
are paid their pay represents new savings for the people as a whole. 

Suppose you are a worker who has helped create this invertory of 
food You will not think of your pay—which will come in the form of 
morey—as new savings ” but it will be. When you use some of it to buy 
some other product, you will not think of the transaction as ‘ trading 
savings for product,” but that will have been the case. 

A completely realistic example then would be considerably more 
complex but would establish the same pnraplcs Sections II and III pro¬ 
vide a simpler way of analyzing a realistic economy 

A Prnxrx Hozc The Decline Spreads 

The preceding discussion is quite important m its own nght because 
it presents another significant way of looking at how an interdependent 
economy works. Beyond this it mggests why a decline ui the level of eco¬ 
nomic activity once begun in ore sector, spreads to other sectors imme¬ 
diately 

View the ecorcmy from the perspective of the clothing industry 
That industry produces clothirg for all the people—for people in all four 
industries It does so because people in the other three industries have food 
shelter and savings to trade for clothing Now suppose that, for some 
reason, the rate of investment in the economy declines and less capital 
goods are created The immediate result is that those who provide services 
to the capital goods industry have |es» new savings to trade for product, in 
dudirg clothirg It is not necessary to produce as much clothing as before. 
There mav be layoffs in the clothing industry as a consequence, then those 
rn the clothing industry find themselves unable to take as much food and 
shelter All irdustnes may be affected 

In short, a decline in the level of investment interrupts the important 
exchange of savings for product, and ha, the effect of reducing the amount 
of consumer product created. This spreading 1 process will be elaborated m 
section II 
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This anal} sis also suggests what some solutions to recession might 
be One solution might be to create new savings in some other \vaj—b) 
getting the rest of the world to take more net product or b} developing 
deficits in government budgets Solutions are discussed beginning in Chap 
ter 15 


Some Other Possibilities 

Two other possible effects of a decline in investment must be noted 
1 If when investment declines and less savings is offered for prod 
uct those in the consumer goods industries would buy more from each other 
and not try to save as much the decline could be confined to the capital 
goods industry For instance if you worked for the clothing industry and 
were accustomed to saving 20 percent of jour income you might stop trying 
to save at all and use that percentage to buy food clothing and shelter 
If everyone in the consumer goods industries did the same the only unem 
ployment would be in the capital goods industry 

Unfortunately people do not appear to behave that way As you will 
see later in the chapter people behave in a fairly regular and consistent 
manner with respect to their savings propensities Moreover, as >ou saw in 
Chapter 8 part of most people’s saving is almost obligatory—their life in 
surance pajment, for instance or their mortgage loan payment 

2 Early economists went even further They suggested that when 
there was a decline in the rate of investment there were forces in the 
economy leading to an automatic increase in the creation and taking of 
consumer product According to this argument there could be no unemploy¬ 
ment, no decline in the level of economic activity 

Experience showed these “automatic forces” to be illusory Reces 
sions and unemployment have occurred, both frequently and, periodically, 
severely The modern anal}sis indicates that when there is a decline in in¬ 
vestment there not only is no corresponding increase in the product taken 
by the people, but there is in fact a reduction 

II THE EXTENT OF A DECLINE 

Suppose that in a year of full employment in our simple, four in 
dustry econom}, the value of the product of each industry is as follows 


Food industry 

$4500 

Clothing industry 

1500 

Shelter industry 

3000 

Capital goods industry 

1000 



2SG ECONOMIC FROCESSES-THE LEV EL OF ECONOMIC ACT1VITV 

This breakdown implies that those who pro\ide ownership and labor 
sen ices to the capital goods industry receive $1000 worth of new savings 
part of which thev keep and most of which thev trade for consumer prod 
net The savings of the entire econom) dunng the y ear is w orth $1000 

Suppose next that the food clothing and shelter industries manage 
ment and the management of the capital goods industry itself all determine 
during this year that the} want $1000 worth of new capital goods That 
is wh} $1000 worth of capital goods are created And also suppose that 
the people—those providing services to all four industr es—want $1000 
worth of new savings Of the $10 000 worth of income they receive they 
want to use $9000 to take consumer product and they want to take the 
remaining benefits from their economic activity m the form of savings 

The situation is an harmonious one Businesses want to invest 
enough to create $1000 worth of new savings, and the people want to 
acquire $1000 worth of new savings Under these arcuinstances full em 
ployment w ill be susta ned for there is no tendency to change. 

A Decline tn Itnesltnrnl 

Then in the following year suppose nothing is altered but the 
expectations of businessmen who decide that they now want to invest less 
acquiring only $600 worth of new capital goods This implies that through 
shorter hours layoffs reduced profits and the like payments made to the 
persons providing sen ices to the capital goods industry will fall to $600 
and hence the new savings of the economy wall fall to $600 Those provid 
ing productive sen ices to the capital goods industry have only $600 worth 
of savings that thev can trade for product—and they will not even trade all 
of that since they wall keep some of the savings* Because the\ trade less 
savings for consumer product (that is because they buy less) unexpected 
increases in inventories appear in the food clothing and shelter industries 
(tn the last of these industries an unusually high vacancy rate takes the 
place of higher inventories) 

In order to reduce inventories more workers wall be laid off—this 
time in the consumer goods industries The ded ne has spread beyond its 
original source But it does not stop here Because this last group of workers 
has been laid off they in turn can buy less and further increases in in 
ventores occur The process of dedine continues in actual cases until the 
amount of unemployment resulting from the original reduction in invest 
ment has been more than matched by the amount of unemployment created 
by the spreading of the dedine 

*At first blush it msy seem extravagant for these people to go on saving 
when they must scrimp somewhat on consumer product But recall once again that 
in today s economy much of personal saving consists of obligatory payments. 
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between the amount the people want to save and the amount they can 
save They will not be able to fulfill their savings plans 

So when any sector decides to take less product, with no offsetting 
change in the decisions of an) other sectors the people will not be able to 
save as much as the) had planned to save In the previous chapter it was 
stated that a decline in the level of economic activity will ensue whenever 
an) sector decides to take less product Here the same thing can be stated 
differently A decline will ensue whenever the savings actually created 
are lest than the amount the people want to save at the existing level of 
income If the sum of business investment government deficits and net 
product taken by the rest of the world do not satisfy the propensity to save 
at a full emp!o)ment level of total income, there will be a recession or 
depression 

The example points up another important principle As we saw 
the divergence between new savings actually created ($600) and the 
amount the people wanted to save at full employment ($1000) was only 
$400, but total income fell by $2000 —by five times as much’ Because 
total income falls by more than the original divergence between planned 
and actual savings it is said that there is a multiplier process Total income 
falls b) some multiple of the original divergence between planned savings 
and the amount of new savings actually created In the example, the 
multiplier is five 

The reason there is a multiplier process is as already noted, that 
when the people can acquire less savings than before, they also take less 
product, because the decline in the amount of savings created disturbs the 
trading of savings for consumer product 

The process works the other way, too If there is an increase in 
investment, so that there is an increase in the amount of new savings 
created, people in the capital goods industries will have more savings to 
offer for product. The consumer goods industnes will be induced to 
expand production to satisf) the demand for more product. Total income 
will increase by some multiple of the original increase in investment. 

In summary, then it can be said that for any level of economic 
activity to be maintained, including a full-emplo)ment level, the way total 
income is divided must satisfy the people's propensity to save and propensity 
to consume. If the people want to save 10 percent of their income, but 
investment, government defiats, and net product taken by the rest of the 
world are only 8 percent of total income, there will be a decline in the 
level of economic activity And the decline will be by some multiple of the 
divergence between planned and available savings The issue of full cm 
ployment and prosperity against unemployment and recession hangs on this 
financial relationship between the people, as savers, and the other three 
sectors, as issuers of new financial instruments 
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Just JVhat Is This “ Multiplier”? 

It is possible to give a more precise definition of the multiplier But 
jou should not be misled bj precision of definition into believing that the 
economv operates in a smplc mechanical fashion As jou will see this is 
far from the truth 

Returning to the earlier example there was full emplojment at a 
level of total income of $10 000 when the people wanted to save $1000 
and business investment of $1000 satisfied this propensity to save Then 
investment declined bj $400 leading the people to cut back on the amount 
of product taken bj $1600 for a total decline in income of $2000 At the 
lower level of income of $8000 the peoples propensity to save was once 
again satisfied—now bj the creation of $600 worth of savings and the 
decline in the level of economic activity ceased with the economy in a 
recession 

From this information jou can infer that the people wanted to 
divide a change in income between reductions in savings and reductions in 
product taken in a particular wav They wanted to cut back on saving by 
one fifth of the decline in income and to cut back on taking product by 
four fifths of the decline in income Formallj we would say that the 
peoples marginal propensity to sate is one fifth or 02 and that their 
marginal propensity to consume is four fifths or 0 8 

Do not confuse the marginal propensities to save and consume with 
the propensities to save and consume discussed earlier The propensity to 
save is the fraction of their income the people want to save The marginal 
propensity to sav e is the fraction of a change in income by which the people 
want to change the amount they save As you can see they are not the 
same (However like the propensitj to save and the propensity to consume, 
the marginal propens ty to save and the marginal propensity to consume 
must add together to one or 100 percent 

When investment declined by $400 in the hypothetical economy it 
can be assumed that those in the capital goods industries (if they were 
average people and behaved like everjone else) cut back on the amount 
of consumer product they bought by four fifths of $400 (since the marginal 
propensity to consume is 0 8) or by $320 A decline m investment of $400 
leads nght awav then to a decline in consumer product taken of $320 

But this will at the same time reduce the income of those in the 
consumer goods industries bj $320 They will reduce the consumer product 
they raie 6y {our iTttiis of or 6y $2bt> The incomes of others wiff 
fall therefore by $2 6 and they in turn will take $203 (08 x $236) less 
consumer product The reduction in others incomes of $203 will lead them 
to take less consumer product reducing still others incomes and so on 
If you add together the reductions in consumer product taken of $320 $236 
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$205 and all the other reductions induced (each time four fifths of the 
preceding reduction) jou will come to a total decline in consumer product 
taken of $1600 This $1600 decline in consumer product taken together 
with the original $400 decline in investment adds up to a total decline m 
income of $2000 

This is why when the marginal propensity to save is one fifth 
the multiplier is five Similarly if the marginal propensity to save were 
one fourth the multiplier would be four if the marginal propensity to save 
were one third the multiplier would be three The multiplier may always 
be found by div ldtng one by the marginal propensity to sav e that is 


Multiplier = -1-——- 

r marginal propensity to sav e 

Thus you can say that the extent of any change in the level of 
economic activity depends on two things as was noted at the end of the 
last section But now you can define what those two things are with a little 
more precision 

1 It depends on the amount of the original divergence between the 
amount the people want to save and the amount they can save in this 
example still $400 

2 And it depends on the way the people want to divide a particular 
change in income between changes in product taken and changes in sav ings, 
that is it depends on the multiplier In the example with a marginal 
propensity to save of one fifth the multiplier is fiv e 

A Closer Look at the Multiplier 

A decline in the level of economic activity can he thought of as 
consisting of two parts There is first an onginal decline which can 
occur in any sector but which most often occurs in business investment And 
there is a secondary or induced decline which is the result of the onginal 
decline and which consists only of a decline m product taken by the 
people The existence of the secondary decline is the reason there is said 
to be a multiplier effect 

Some things are known about the actual multiplier in the United 
States there is controversy about other things, and there are areas of 
ignorance about certain aspects These things can be said 

1 While the propensity to save and the propensity to consume tend 
to change as income changes the marginal propensity to save and the 
marginal propensity to consume do not change very much over short periods 
of time as income changes Hence it is reasonable to regard the multiplier 
as being fairly constant as income changes in a recession or in recovery 
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2 Hovrei er the multiplier mar vary as certain other things vary 
For instance in the above example it teas assumed that those who pro¬ 
vided sen tees to the capital goods industry had the same marginal pro¬ 
pensity to save as the people as a whole, hut they might not. The multiplier 
mat \arr depending on where the original decline (or increase) takes place. 
Secondly in the abos e example total income and * savings” were re¬ 
garded as more or less homogeneous categories and hence the example was 
otersimplified Are the peoples desires to sate satisfied to the same extent 
regardless of whether firms finance inscstment by (1) issuing promises to 
commercial banks thus protiding the people with more money, (2) issuing 
promises in the form of bonds directly to the people, or (3) using un 
distributed profits and therebv increasing the book xalue of the shares of 
net worth already held by the people* It would «eetn likely that the method 
of financing might make some difference but whether it does and if so 
how much and what kind of difference it makes is not known 

3 On the basis of historical evidence it is possible to say that the 
American multiplier has a value lying somewhere between 2 and 3 r ^ You 
can be reasonably certain then that any decline in m\ estment xyill be more 
than equally matched by a decline in consumer product taken 

Question* might also be raised about the timing of a decline in the 
let el of economic activity In the example there was an original decline 
in in\ estment of ^400 followed b\ a decline m product taken by the people 
of $320 followed by another decline in consumer product taken of $256 
and another of ^205 and so on The example would lead you to believe 
that a decline in the let el of economic activity occurs m a senes of ' steps ’ 
But economic processes are continuous and there are no such * steps ” What 
then is the actual timing of a decline in the let el of economic activity* 

All that can be said is that each case is different With most re¬ 
cessions there will not be a single, isolated, ‘initial” decline m intestment 
The so-called initial decline may really be many smaller declines spread 
oter a period of months 

How long will it take after any initial decline in im estment before 
the people begin to reduce the amount of product thej take* Once again 
there is no single answer The people may actually begin to reduce the 
amount of product they take brfore businesses reduce their rate of invest 
tnent if workers and owners know the decline in im estment is coming 

How long will the whole process take* Again no answer It depends 
nn inxv £ii dJy ptspie feud &> ct't iiarl ot the Awsawf pwadivrt 
they can take (for a while after being laid off for instance some workers 
can dip into their savings), on when their bills fall due and so on. Experience 
indicates however that the major effects of a decline in investment are felt 
throughout the economy extremely quicklj, and that most of the reduction 
in product taken by the people happens almost simultaneously with the 
reduction m investment. 
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the three other sectors as a whole and hence all four sectors are always 
involved It is the divergence between the amount the people want to save 
at a full employment level of economic activity and the savings actually 
provided by net business investment net deficits (plus or minus) of govern 
ment units and net product (plus or minus) taken bj the rest of the 
world that actually initiates the decline 

The Spreading of the Decline 

The decline spreads beyond the initial sector because the people 
as a whole—while the} do not decide how much the} ran save—do decide 
how the} will divide their incomes between consumer product taken and 
new savings acquired A decline in the amount of savings provided will 
induce the people to take less product 

The extent of an} decline depends on how the people in the ag 
gregate react to a decline in their ability to save the extent of the decline 
depends that is on how much the people reduce the amount of product 
the> take when the amount of savings provided to them is reduced The 
people s react ons are formalized in the concepts of the marginal propensit} 
to save the marginal propensity to consume and the multiplier 

If you know the marginal propensit} to save }ou can divide that 
fraction into one and thereby compute the multiplier If }Ou know the 
original divergence between planned and actual savings }ou can multipl} 
this divergence by the multiplier to determine the extent of the decline 

Two Important Conclusions 

Two important principles can be inferred from this theory of change 
in the level of economic activity Both principles stand in contrast with the 
theory as it existed in the early 1930s and before 

First you have seen that the decisions on the part of the people 
concerning how much they want to save are not related at least in any 
direct or obvious way to the decisions on the part of business government 
and the rest of the world concerning how much new savings these latter 
will create 

By contrast the conclusion of earlier theory was that the people s 
desires to save would always be sat sfied If the people wanted to save 
more there would be automatic forces leading businesses to invest more 
if the people wanted to take more product there w ould be automatic forces 
lead ng businesses to invest less Similarly in the older theory if businesses 
wanted to invest more the people would be led to save more and so on 

It would be nice if such relationships actually existed It would mean 
that there would be no recessions or depressions or at least that if reces 
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less Or the reduction in consumer product taken may lead businesses to 
believe that evrn in the present they bold too much product—especially 
inventories If there is such a secondary decline in investment it Mill lead 
—as the original $400 decline in investment led—to declines in product 
taken bv the people That is there will be a multiplier effect once again 

The poss b 1 ty that a decline in the level of income may in turn lead 
to a ded ne in investment makes it all the more difficult to predict how 
great a decline vvtll result from an) given divergence between planned and 
actual savings It also creates a possible paradox —the word is inside 
quotation marks because the paradox is more apparent than real 

Suppose there is full emplo)ment and a high level of economic 
activity implying that the volume of new savings being created is enough 
to satisf) the full employment level propensity to save Then the people 
decide to (try to) save more that is the propensity to save increases and 
the propensity to consume declines 

With this change the volume of new savings being created will no 
longer be sufficient to satisfy the people s savings plans As you now know 
the result will be a decline in the level of econom c activity—a decline equal 
to some multiple of the original planned reduction in product taken by the 
people 

Businessmen may react to this decline in product taken by the people 
by cutting back on planned inventories reducing construction and expansion 
plans and the like thus decreasing investment by some amount This 
decrease in investment will reduce the savings created for the people to 
hold and will even further reduce total income 

Note the seeming paradox The people decided to try to save more 
As a result the level of economic activity declines and the people actually 
sate less 

The fact that attempts by the people to save more may lower the 
level of economic act vity—and total saving—led some overzealous econo 
m sts of the late 1930s to suggest that thrift was probably a harmful thing 
in an advanced economy These economists labeled this seeming paradox as 
the paradox of thrift and advanced programs for discouraging attempts to 
save The judgment of these economists as is now known was premature 
As you will see m later chapters instability can also result from a pro 
pensity to save that is too low relative to the rate of creation of new 
financial instruments 

It is probably best in a free society to leave to the people the de 
termination of the amount they want to save Moreover it now seems com 
pletely unnecessary to attempt to influence the propensity to save since 
governments today have powerful tools with which to control the rate 
of creat on of new financial instruments as you will see in Chapter 15 

This seeming paradox rather than implying that thrift is harm 
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ful, shows how important it is, when attempting an analysis of the forces 
affecting the level of economic activity, to distinguish between the actual 
savings created during any period of time and the amount that people 
u.ant to save at existing levels of economic activity The two are not the 
same In fact, an increase in actual savings created and acquired by the 
people is associated with an increase in the product taken by the people as 
well as an increase in their savings, but an increase in the amount the 
people want to save may be associated with a decline in both product taken 
bv the people and in savings acquired by the people 

IV THE CONDITIONS REQUIRED FOR 
SUSTAINED PROSPERITY 

The foregoing analysis, which is intended to explain increases or 
declines in the level of economic activity, also provides a basis for stating 
conditions necessary for sustained prosperity 

Even without any complex analysis the general requirement for 
prosperity should be dear The total product taken individually collec¬ 
tive!) and by the rest of the world plus the product wanted by business 
firms as new productive facilities and as increases in inventories, must be 
sufficient to employ the entire labor force with an allowance for 2 percent 
to 4 percent of the labor force being between jobs, or otherwise unem 
ployed 

The total product must increase every year in order to provide for 
full employment This is necessary because, as you saw in Chapter 12, 
there are annual increases in the labor force and in productivity 

In addition, primary reliance is upon business to provide the people 
with the amount of savings that will satisfy the propensity to save at full- 
employment levels of economic activity If government units issue financial 
instruments because of budget deficits, or if the rest of the world issues 
financial instruments because it takes net product from the United States, 
the required level of business investment will be less If governments have 
surplus budgets, and/or if the United States takes net product from the 
rest of the world, the necessary rate of business investment will be greater 
If the rate of creation of financial instruments falls below the amount the 
people want to save at full employment, there will be a recession 

Since "business firms build productive facilities on the faith, hope, or 
carefully made prediction that more product will be taken from them in the 
future, another condition of sustained prosperity is that administrators be 
heve that the product taken in the future will be sufficient to warrant 
business investment at the rate required to satisfy the people’s propensity 
to save at full employment 

This statement of conditions required for sustained prosperity should 
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show how fragile the economy’s stability may be at full employment If the 
product taken by the people does not conform to the expectations of 
business administrators (or if the people become more interested in saving 
than the administrators had anticipated), unemployment will develop and 
spread But unemployment will also develop if the people do plan to 
take more product but businessmen believe that they w ill not 

Administrators decide to expand facilities on the basis of an antici¬ 
pated demand greater in the future than today, not on the basis of today’s 
demand for product It is self evident that they have, at the very least, 
enough facilities to produce the product that is currently being taken 
Unless the) can see a future of rising demand they will not build 
facilities today When administrators view future sales prospects dimly 
and reduce investment it does not matter whether their estimates were 
right or wrong, the people will take less product, unless government policy 
prevents the decline that the reduction in investment would otherwise 
initiate 


A Final Word Savings and Debt 

The analysis of this chapter allows a direct assault on a common 
area of confusion There is a widespread notion that debt—what you “get 
into” when you issue new financial instruments—is associated with bad 
times” instead of ‘ good times ” This is a serious error, for it is the very 
opposite of the truth 

Such thinking undoubtedly derives from the fact that many indi¬ 
viduals will not borrow unless there is some emergency, as, for instance 
when a job is suddenly lost or when there are unexpected medical expenses 
Some debt may in this manner, actually be associated with hardship But 
of the total indebtedness of the economy—well over $1 trillion 1 —very 
little can be associated with hardship 

Some of this trillion dollars of indebtedness is to be associated with 
the * public debt, that is the indebtedness incurred by the federal (not 
state or local) government when it operates with a deficit budget But the 
greater part of our total indebtedness represents the acquisition of facilities 
of various sorts parks, courthouses and schools acquired by state and local 
governments, plants machines, and inventories acquired by business firms, 
and new residences acquired by home buyers What is classified as “con 
suraer debt constitutes only about 5 percent of total indebtedness and 
most of it is incurred upon the purchase of new automobiles and appliances 
Thus the greater part of debt must be associated with increases in the 

1 Total value of promises issued by American businesses individuals and 
government units but not including net worth type financial instruments issued 
which would if included raise the total to about $1 5 trillion 



IIIII illil f 


SPREADING OF CHANCES IN THE LEVEL OF ECONOMIC ACTIVITY 


249 


TABLE 13 1 

NET PUBLIC AND PRIVATE DEBT 1929-1962 

(billions of dollars) 



• Financial debt la debt owed to banks tor purchasing or earning lecurltlci customers debt to brokers 
and debt owed to lift Insurant* companies by policyholders. 

■ Preliminary estimates 

source Council of Economic Advisers Annual Report 1964 which drew data 
from Commerce Department Treasury Department Board of Governors of the 
Federal Reserve System and Federal Home Loan Bank Board 
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nation’s capital—whether business capital goods, public (government) 
capital, or individual personal capital Such capital acquisitions do not 
reflect “hardship” 

Those who mistakenly associate debt with hardship often compound 
the confusion by suggesting that while increases in total indebtedness are 
1 bad,” increases in the savings of the people are "good ” These people think 
of the nation as a family and follow the old Puritanical wisdom that debt 
for a family is a sign of moral weakness, while thrift is a sign of character 
While these people, you, and anyone else may be permitted to judge per 
sonal character by any yardstick they choose, they are not to be permitted to 
confuse a family with a nation 

For present purposes, the main difference between a family and a 
nation is that the former, when it saves, acquires financial instruments 
from Others, and when rt borrows, borrows from others; but for a nation, 
especially for the United States, borrowing and saving reflect internal re 
lationships This means that, in the United States, total savings cannot go up 
unless total indebtedness also goes up The analysis of this chapter, and of 
those preceding should show that if savings is to increase, so roust m 
debtedness, for it is the creation of financial instruments—mostly borrowing 
—that provides savings for the people to acquire If there is to be prosperity, 
savings must increase, and so must total indebtedness 

Some individual firms, government units, and house buyers may 
reduce their debts but—to maintain prosperity—other business firms, gov 
ernment units, and house buyers must increase theirs by a greater amount 
Without an ever-increasing indebtedness lor the whole economy, it will 
be impossible for people to acquire enough savings to satisfy their full 
employment propensity to save 

The historical record bears this out Debt is clearly associated with 
good times, rather than bad Total indebtedness always increases, during 
recessions the increase has slowed down, and during periods of prosperity, 
the increase has speeded up The only time in the last forty years in which 
the total indebtedness of the American economy has actually declined has 
been in the blackest days of the Great Depression 

Of all the trillion dollars of the American total indebtedness, no 
part is more controversial, nor, it seems, more misunderstood, than the 
30 percent or so issued by the federal government, called the public debt 
The public debt, being the part of total indebtedness most directly under 
government control, has an extremely important role to play in federal 
stabilization policy It is to that role, and to the public debt itself, that 
the discussion will turn in Chapters 15 and 16 The next chapter, however, 
reviews the major theme of this book so far—macroeconomic relationships— 
before turning to the important question of policy 
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MACROECONOMIC RELATIONSHIPS 
IN PERSPECTIVE 


In the first thirteen chapters of this volume, you have been introduced to 
the structure of the American economy, from the aggregate or ‘ macro- 
economic” standpoint, and have been shown one of the major sources of 
potential instability in this or any other highly organized, interdependent, 
industrial society In the next chapter, and in most of the remaining chap 
ters, attention is turned to the problems of formulating and executing 
government economic policy, especially that policy concerned with the 
instability problem 

This chapter stands as a breathing point Its purpose is to sum 
marize and bring together the fundamentals of macroeconomic relation 
ships as set forth in the earlier chapters, and to anticipate on the basis of 
the same analysis what is to come in the later chapters 

By now it seems clear that the major analytical problem concerns 
the relationships among the four sectors of the economy, and especially the 
financial relations between the people on the one hand and the other three 
sectors, as issuers of financial instruments for the people to hold, on the 
other This chapter concentrates on that relationship 

I THE FRAMEWORK 

Tb/t ’vrc.’&i, ■gtwi-iJ. taAipCR. m itn‘ft, tt, “Art erai'iy t’nap- 

ters does not apply to all economies, but it applies to a broad range of 
economies, not only that of the contemporary United States 
In general, it applies to any economj in which 
1. What a person is paid is equal to the value of the product he 
251 
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creates, so that the value of any product is determined to be equal to the 
value of the services employed in creating it 

2 Providers of ownership service are paid for their services an 
amount deemed equal to their contribution to the creation of product 
Ordinarily, this requirement involves private property 

3 Owners of net worth receive the ‘ residual ’ share—profit or loss 
—equal to the value of the product created minus the payment made to 
others on the basis of prior arrangements 

Such a set of rules implies an economy that operates as described 
in the following pages of this section 

Creation and Destruction of Clatms 

Production is organized, implicitly or explicitly, into production 
groups which consist of all types of organizations to which people provide 
services and from which people take product, including groups with 
prnatelj held net north (businesses whether proprietorships, partnerships, 
or corporations), groups with net worth held in trust (churches, private 
schools and mutual ’ financial institutions) , and groups with net worth 
held (ordinarily with no stated value) in common (government units) 

Productive services are provided onlj by the people Hence if 
people go to a production group and create a product worth $20 000 (as 
determined by selling the product for $20 000), these people have a claim 
to the product, or to $20,000 worth of other product As shown in the 
following T account the creation of product itself results m the creation 


of claims held by the people 



PRODUCTION GROUP 

THE PEOPLE 


Holds Issues 

Hold 


Product Claims 

520 000 520 000 

Claims 

520 000 

(I) 


Three points may be recalled in connection with this reasoning 

1 Claims are created at the same time the product is created, not 
at some later time In the first instance, the claims will probably consist 
of obligations to pay money to those who provided services Later, the 
people may be paid in money, which will constitute a claim to product in 
general but the production group will still have a specific claim against it, 
perhaps in the form of a promise issued to someone 

2 The value of the product created by a production group will not 
be (necessarily) equal to its total sales but will instead be equal to its total 
sales minus its total purchases of ingredients and other product created 
by other production groups The value of the product created by a firm is 
equal to the value added by it to some product bought by it 
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3 As T account (1) shows, the only way a production group may 
become entitled to hold product is to issue some kind ot claim to the people 
(although, as you know, the people may not hold the very same instrument 
issued by the group, since there may be for example, financial intermedia 
tion) This is so because firms do not create product an d hence have no 
claim to product, only people create product—and only, then by making 
arrangements with people can firms hold product 1 

At this stage you are concerned with people in f hc aggregate not 
with individuals or particular groups of people The people as a whole 
contribute services and create product worth $20 000 and hence $20 000 
worth of claims are created and issued to the people a s a whole When the 
people take the product, the claims disappear The product is wiped from 
the record, since it is assumed to be consumed All the figures in T account 
(1) become zeroes 

Similarly when people go to production groups and create product 
of all kinds claims arc allocated to them equal to the value of the product 
created Each person who contributed services to create product has a 
claim to product of equal talue to the product he has created He docs not 
have to take the same product he has created When the people as a whole 
take all the product created, all the product is wiped from the record and 
all the claims are destroyed 

Product Not Taken by the People 

But under ordinary circumstances, the people do not take all the 
product they have created, because they do not want They want to keep 
some claims And under ordinary circumstances, production groups as a 
whole do not want to surrender all the product to the people They want to 
keep some product, either as inventory of ingred* enfs > partly finished 
product, finished product, or productive facilities In this case, some of the 
claims are not used by the people and are not destroyed, and some of the 
product is kept by business and not wiped from the record 

Thus far, ignoring the influences of government and the rest of the 
world, the claims held by the people are always cfl ua ' ln value to the 
product held by production groups Indeed it is the fa^t that the people hold 
claims that permits production groups to hold product, and it is the fact that 
production groups hold product that permits the pcop^ to hold claims 

1 Actually, any business firm could hold any asset-" 00 * only product—only 
by making some kind of arrangement, by issuing some kind of claim The entire 
1 fight side * of a firm s balance sheet—liabilities and net wo r >h—must be considered 
as a set of arrangements that permits firms to hold assets Here vre are concerned 
only with the firm s ability to hold product and it is worth noting that the claims 
issued by firms and held by the people will be equal to ’he amount of product 
held by firms 
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Some Definitions 

The analrsis thus far gives ns» to soro- common concepts which it 
would be well to identifv at th s po nr. 

When product is created 2 nd kept bv production groups there is 
said to be investment” (or "real investment ) for the economy 2 s a whole. 
Investment during anv period of time (for example for a Tear) will be 
equal to the value of the product added to the assets of production groups. 2 
When claims are created and kept bv the people, there is said to be “saving 
(or financial saving”) for the economv as a whole. Sat mgs during 
anr penod of time (for example for a year) will be equal to the increase 
in the value of claims held bv the people. Ignoring the effects of govern 
ment and the res* of the world saving and investment during any period 
of cm* must be equal. 

The total product of the economy during any period of time (such 
as a vear s n-t national product) will be equal to the total product created 
in production groups during that period of time, whether it is taken br tbe 
people or kept bv businesses. The told income of the economv will be the 
total mcom- of the people. It mav be looked at either as the sum of (1) the 
product taken bv th- people during thzt vear and (2) the increase in 
the value of claims h-ld bv the people during that year (th 2 t is product 
taken plus savings acquired) or it may be looked at as die total value of 
chums c*ea cd and issued to tbe people during that vear wheth-r kept bv tbe 
people or not. Thes- two are of course the same, b-cause the claims issued 
to the peop’e dnnrg the year cither mav be used to take product or mar b- 
held. 

Smce th- creation of product results in the creation of da.ms of 
equal value, total product znd total income, as defined m the preceding 
paragraph, mus* inevitably be equ 2 L 

Product Taken Collect!’ e/y 

When th- people t 2 ke some p 2 rr of the product they have created 
th-v mav take it ind nduallv as described above, with tnd vidua! house¬ 
holds giving up cl a. ms to production groups in exchange for p oduct or 
they mav take it coDectivelv 

When product is taken collectn elv it is purchased from production 
groups br government units (or created bv government production groups) 
and as usual, when the product is created cla. m» of equal value are 
created and given to those who have created the p oduct. If S20 000 worth 
of public sJjoolng is created those who have provided the services to 

2 Recall from Chapter £ that resident]a, bnBding* are ihonght of as i-elorigins 
to prod oro on group*, *o at c * tilin g ajso include* new bossing construction. 
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create this product in the form of providing teaching services ownership 
of school bonds creation of blackboard erasers and the like will be alio 
cated $20 000 worth of claims 

Government units may choose at their discretion (or at the dis 
cretion of the people acting through elected representatives) how man} of 
these claims will be destroyed In the simplest case that of balanced govern 
ment budgets ail the claims created when the product was created will be 
destroyed when the product is taken collectively AVhen $20 000 worth of 
public education is provided taxes equal to $20 000 will be levied In this 
case there is no change in the amount of cla ms held by the people Their 
aggregate savings neither increase nor decrease 

Government legislators and administrators may instead decide to 
leave some of the newly created cla ms with the people and to have deficits 
in their budgets In this case taxes will be levied at an amount less than 
the value of the product A $5000 deficit would imply that $15 000 worth 
of taxes would be levied and that the peoples savings would increase by 
$5000 

Or the government may operate at a surplus destroying more claims 
than were created when the product was created Taxes are levied at an 
amount greater than the value of the product A $5000 surplus would imply 
that $25 000 worth of taxes would be levied and that the people s savings 
would decline by 35000 

Thus the savings acquired by the people in any year will equal the 
value of investment plus government defiats or minus government sur 
pluses The existence of a government deficit or surplus has no effect on the 
way total product or total income is counted All the product created is 
counted in total product regardless of whether and to what extent the 
product taken collectively is financed by taxation 

Product Taken by the Rest of the fForld 

Product may be taken or provided by and financial relations 
created w ith the rest of the world 

In the aggregate the rest of the world essentially pays for product 
taken from the United States by providing the United States with product 
(and vice versa) Should the product taken not be equal to the product 
fnwvk'A ■R&atm&flp-wAta created T ii tfne rest o't t’nc world 

takes more product than it provides it will pay for the rest of the product 
by issuing claims to Americans If Americans take more product than the 
United States provides claims will be issued to foreigners 

As a consequence the savings acquired by the people in any period 
of time will be fully accounted for by investment by product on groups net 
defiats of government units and net product taken by the rest of the 
world 
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so much on how long the product will be held as it does on other factors 
such as who will control the policies of the group 

The common characteristics of all types of claims these groups will 
issue in order to hold product is that they are restricted Holders cannot 
use them at any production group they choose but only at the issuing 
production group and virtually all of these claims are restricted in terms 
of time as well «o tha' the holders cannot present them for money or 
product, until a certain specified date.* 


The \eed for Money 

In effect, production groups pay for product by creating and issuing 
restricted claims against themselves The people provide services to create 
the product and the people (m the aggregate) receive payment in the form 
of restricted claims 

But you saw in <ecnon I that when irdividuaL. provide services to 
create product at a particular production group and receive claims equal 
in value to the product they created they are enabled to u«e these claims to 
take other product created by other production groups Thus when a person 
provides services to a production group he will not want to be paid with 
a restricted claim. There is a need for an unrestnctrf or general cl aim 
which can be used immediately or when desired to take product from any 
production group There is a need for money 

The simplest wav in which the financial system fulfills this need is 
for a production group to issue a restricted claim in the form of a promise 
either short term or long term to a commercial bank. The co mm ercial 
bank m turn issues a checking a-count to the production group which can 
then use the morey to pay those who have provided services to create the 
product. When the product held by the production group is eventually 
taken by the people so that the group once again has money it repays its 
bank loan ard both the money and the original promise d sappear 

The monetary system which includes both the commercial banks 
ard the Federal Reserve banks monetizes a wide variety of assets other 
than the prom ses issued to them by business firms Prom ses, in the form 
of bonds may be issued by business firms and sometime later be acquired 
bv commercial banks. Government promises may be acquired by commercial 
and Federal Reserve barks Commercial banks may also acquire and hence 
moretize promises of house buyers and of the people Federal Reserve 
banks moretute gold bv acquiring gold certifcates issued bv the Treasury 


1 ‘‘orae short term notes use linkage to die e s ect that tie borrower 'promises 
to par on (da e) *r it JtmtxJ tie sum of (amount) bat tie pirase is 

interpret'd as a form of protecnon for tie lender and give, v.-n , tight cot com 
nonle exercised. There are howerer some “demand notes' these are still re¬ 
sowed however m tie sense that thev cannot be presented to anv production 
gtoa? bv tie holder but oc t to the issuer 
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when the latter acquires gold All these transactions involve monetization 
of a nonmoney asset 

Because as a result ol these transactions, the people Hill always 
hold a certain amount of money, production groups (and other issuers of 
financial instruments) can get money without issuing a promise to a money 
issuing bank All the issuer has to do is issue a promise or share of net worth 
to a holder of money To the issuer, issuing a financial instrument to a 
commercial bank and issuing a finanical instrument to a money holder have 
one important thing in common they both provide a means by which a 
restricted claim may be issued to allow the group to hold product, while an 
unrestricted claim—money—may be given to those who provide services 

In practice the amount of money the monetary system may issue is 
limited by Federal Reserve controls The amount of checking accounts the 
commercial banks in aggregate, may have as liabilities cannot exceed a 
certain multiple of the reserve account they own Both the size of the 
multiple and the amount of reserves owned by the commercial banks are 
determined by the Federal Reserve officials These controls do not limit 
directly the amount of lending commercial banks may do, but only the total 
amount of assets they may own 

Other Financial Intermediaries 

Commercial banks arc a type of financial intermediary Financial 
intermediaries are organizations whose principal assets are financial instru 
ments which they hold in order to earn revenue, and whose principal 
liabilities are some kind of account The major assets of commercial banks 
are promises issued by private businesses, government and house buyers, 
their major liabilities are checking accounts, and, secondarily, savings 
accounts 

The important role financial intermediaries play is to allow the 
original issuers of financial instruments to issue restricted claims in a form 
appropriate to their business needs while allowing the people, as ultimate 
holders of financial instruments to hold instruments more appropriate to 
their own neds As you have just seen, such transactions at commercial banks 
permit issuers to create and issue restricted claims and permit the people 
and other businesses to acquire money The role of financial intermediaries, 
in general, is to ‘transform” financial instruments from one type to another, 
just as commercial banks ‘ transform” promises by "monetizing” them 

Among the other types of financial intermediaries are savings banks 
and savings and loan associations, which acquire the promises of house 
buyers and issue savings deposit accounts, life insurance companies, which 
acquire government promises, corporate promises, and promises of home 
builders and issue the “cash value” part of your life insurance policy, mu 
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ttial funds which acquire shares of net worth of corporations and iv>ue 
shares ot their own net worth 3S accounts and pension funds which acquire 
promises ot corporations and government units and issue nondemand ac 
counts providing tor specified annuity payments jt a certain age home 
people lit- to think of the social secuntv program as tailing into the last 
pension tund category although the description ot -0001 security as a 
financial ntermediarv is open to dispute 

The InstiniPort' in Per-pet.trt.c 

In sum the increase in the ammnt ct peoples savings in any year 
is accounted tor bv investment bv business hnns net deficits i, plus or minus) 
ot government units and net product (plus or minus) taken bv the rest ot 
the world The institutions described in this section till the need tor a means 
of establishing and maintaining the financial relationships involved in the 
creation bv the three sectors and the acquisition bv the people of such 
savings 

There are other institutions not otherwise mentioned m this section 
which a!«o help fill this need Investment banks help business firms and 
state and local governments create and place with holders ongtnal restricted 
financial instruments in the torm of bonds and sometimes shares of net 
worth Brokerage firms (and organizations of brokerage firms tn stock 
exchanges) bond dealers, and other institutions assist m the job of trans 
ferrtng existing financial instruments There are ui short organized 
financial “markets ’—both primary markets where original issuers can 
find buyers foe ongtnal financial instruments (including negotiated prom 
ises acquired bv financial intermediaries) and secondary ’ markets, where 
holders of financial instruments can sell these instruments in order to get 
money or another type of financial instrument 

These institutions do not alter the fundamental framework described 
in section I Neither is this framework altered in any wise by the existence 
of problems of instability to be described m the next section 

m THE /A STABILITY PR OB LEM 

It is true that the increase m the people s savings in any period of 
time ts equal to the amount of busmens investment plus defiats (or minus 
surpluses) of government units, and plus net product taken bv (or minus 
net product taken from) the rest of the world. The fact that this statement 
is t-ue dees not imply anything about the atttudes or intentions of the 
pecple or of those who make decisions m the other three sectors 

The amount of savings the people Rtrtf to acquire at any level of 
total income car diverge from the amount of new finanaal instruments the 
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other three sectors may t .ml to issue at that same level of income. A duer 
gence of plans among the people as acquirers of newly created financial 
instruments, and business, government, and the rest of the world as issuers 
of newly created f nanaal instruments will lead to instabil ty In particular 
should the people want more savings (at any particular income lei el) than 
issuers want to issue, the consequence will be a decline in the level of 
econom c activity 

The decline will continue until reductions in total income hare 
induced the people to revise their savings plans downward enough so that 
the amount of savings actually created satisfies their (new) savings desires. 

An approximation of the extent of the decline is furnished by the 
concept of the multiplier obtained by taking the reciprocal of the marginal 
propensity to save. The difference between the amount the people want to 
save and the amount of new financial instruments created is multiplied by 
the mulnpl er to get an estimate of the extent of the decline in total income. 
The question being asked is this How great a ded ne in total income is 
necessary for the people to Tense their savings plans downward enough so 
that their plans are actually realized that is, so that the amount of new 
savings created bv busines investment, government defiats and net product 
taken bv the rest of the world actually equals the amount people now plan 
to save* 

For instance, if busines investment is 30 government defiats are 0 
and net product taken bv the rest of the world is 3 savings actually created 
will be equal to 3 d If the people want to acquire 40 worth of savings there 
is a d vrrgence of 3 How far must total income decline before people 
actually want to save 33’ With a marginal propensity to save of and 
hence a multiplier of 2 total income would decline bv 10 before the people 
would want to save 33 

Th.» analysis has given rise to the concept of an equilibrium with 
respect to total income. In general equilibrium means a balanang between 
opposing forces, with no tendency toward change. In the present context, 
“no tendency toward charge would mean that the amount people z-ant to 
save is equal to the amount they can save. It would mean that investment, 
government defiats, and net product taken bv the rest of the world would 
together satisfy the people s propensity to save. 

The notion of equilibrium does not imply prosperity or full employ 
menu There obviously can b* equilibrium at any possible lev el of income, 
just so long as the savings plans of the people are satisfied. 4 

* Tie cds* nice of an equilibrium in total income doe• dot necessarily implv 
that there ca » he n» change in total income, bet onlv that at the present there 
u no divergence between the plans of issuer* and the plans of holders of financial 
msQ-nmems, and hence a divergence between the plans of the two gToops cannot 
be a sourer of change. Ettt, for instance, sf there are i mill on persons oDemplovcd, 
yon can be certain jtnrtk uf is going to siange (if cnJv the political partr in 

power) because unemployment of t minion persons u regarded as intolerable. 
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IV THINGS TO COME 

The analysis already presented suggests some of the treatment to be 
given in hter chapters to such subjects as the role of policy in a decline in 
the lecel of economic activity the explanation of some t\pes of inflation 
what joIkv can do about tl esc tapes of inflation and even some important 
factors relating to the rate of growth of the economy 

RtCt<<ion and Policy 

If the major source of instability is the possibility that at a full 
employment level of total product the people will uant to save a larger 
amount than they can save because new financial instruments created b> 
business government and the rest of the world are not sufficient to satisfy 
the propensitv to save at full employment proper antirecession policy in 
solves creating more financial instruments 

Antirecession pol c) is directed toward this objective in two general 
ways First as you will see in Chapters 15 and 16 the federal government 
can itself create more savings by changing its budget policy—by reducing a 
surplus or increasing a defiat The government budget itself is the major 
policy instrument for affecting the level of economic activity 

The federal government can also encourage the creation of more 
financial instruments by attempting to encourage more business investment 
This can be done in a number of ways such as by changing the laws govern 
ing international investment transactions changes in tax laws and so on 
but the most important effort in this direction involves monetary policy— 
changing the size of the money su| ply which as you saw in Chapter 11 
results in a change in interest rates and other terms on which borrowing and 
lending takes place The main presumption of antirecession monetary 
policy which will be scrutinized in Chapter 17 is that reductions in interest 
rates may encourage more investment by encouraging more business borrow 
mg 


General Inflation 

As you hxt c seen when the peop/e want to save more than issuers 
of financial instruments want to issue one result is that all sectors try to 
take less product than is created and a consequence is a decline m the level 
of economic activity \ou have al o seen that an antidote is the creation of 
additional financial instruments which has the effect of raising the level 
of economic activ ity 

If resources including labor are fully employed and if the people 
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want to save lets than the issuers of financial instruments want to issue one 
result is that all sectors trj to take more product than can be created The 
result is expansionary but since the economy cannot in general expand 
output (since resources are fully employed), the effect is liable to be a rise 
in the general price level Inflation then can result from a set of causes 
that is precisely opposite to that responsible for a decline 

As you will see in Chapter 18 where the subject of inflation is taken 
up the importance of this kind of analysis can easily be exaggerated Over 
creation of financial instruments relative to the people’s full-employment 
propensity to save does not explain all increases in the average level of 
prices just as undercreation of financial instruments does not explain al! 
unemployment but only the kind described as cyclical 

When this kind of general inflation” does take place the appropn 
ate policies of government are precisely the opposite of those for counteract 
ing cyclical unemployment Governments must effect a reduction in the rate 
of creation of financial instruments either by reducing their own deficits or 
increasing their own surpluses or by changing the terms on which private 
financial transactions take place in such a manner as to discourage borrow 
ing for buying purposes Note however, that the overall effect of such 
policies is contractionary if they were undertaken in a noninflationaiy 
circumstance they would probably result in recession and unemployment. 
Thus it is important that these policies not be followed when the price level 
is rising for some reason other than overcreation of financial instruments 

Economic Growth 

Economic growth is a highly complex and at this point little 
understood process it is impossible in this summaiy chapter to shed much 
light on the subject which will be examined in some detail in Chapter 20 
But it is possible to note that the stability questions discussed so far are 
closely related to the requirements for growth Perhaps the most important 
xrai in which these two are linked is through the subject of investment. 

The significance of investment from the point of view of stability, 
is that it provides savings for the people because the people do not want to 
take all the product they create but want to sav e, it is important that they 
be given something—fin ana al instruments—other than product for their 
services From another point of view, you can say that because the people 
do not want to take all the product they create, it is important that business 
want to keep part of the product. 

But investment does more than create finanaal instruments It in 
creases as you saw in Chapter 5 the real capital of the economy—its pro¬ 
ductive faalities and its inventories Increasing the capital of the economy 
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is, m general th' sam' thing a* ircreas eg it3 productive capaatr* Ifives* 
meet l> very important, dim tr th“ growth of ar- ecnroirv 

You turn cow to a detail'd exam .nation ot these subjects—ot ants 
recess’on policy infiaCon and arnmfiacor policy growth ard related 
matters concerning tno-e L S ecorcnr c institution* Th» advance loot at 
these subject* was offered in th*s chap'm rot so you can t*el tha* you have 
already nattered these «ubject3 but <o that you will contm-all- relate th* 
d^cussion ot the next sir chapters to th* tu-dammtal analysis presented in 
the first part of dus text. 

* Increasing capital is cot. howerer tie tnly m, of inc*eajing ti» pro- 
daenre capacity of ti* economy For instance teeJmoIogical ciang* permitang tie 
more efficient use of existing labor and capital is u a cxtrem'ly nnportaa* in in 
creasing tie prod acute capacity of tie economy 
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THE ROLE OF GOVERNMENT 
IN THE LEIH-L OF 
ECONOMIC ACTIVITY 


Economic artmtr is iDSuevnd id nuar wjjj by 3 ran ms made br or 
through political institutions. Part of America’s production and distribution 
is earned oa director br government agenaes. In the private sector, some 
types of ectnorrLC actmtv are expressly prohibited by Law (narcotics safes, 
and the like) while others are stnctlv regulated by statute or bT admmistra 
tare control br govenunert units (finance, communications and so on) 
Some trpes of government activities are undertaken almost solely to influ 
ence economic activity, examples are rent control, federal farm programs, 
protective tangs, and utility rate regulation. Other government activities 
influence economic activity only as "br products” of achieving other objec 
tives examples arc the prohibition or regulation of the sale of alcoholic 
beverages bv the state, the drafting of men into the armed forces, and 
nr . iT i.gTation laws, none of wfuch are ordinarily regarded as specifically 
‘ economic activities of government. 

This chapter will be concerned primarily with only one type of 
government influence—that upon the level of economic; activity In modern 
government practice, this influence operates mamlv through the institution 
of the government budget The amount of produce taken collectively 
through government units, 2 nd the amount of tax revenue collected by 
governments, have become such a larg* fraction of the United States total 
product that budget policy has an enormous influence upon the level of 
economic activity for the country zs a whole. 

The use of government budgets for stabilization purposes has been 
given th* name fiscal fshej Betore turning to antirecession policy, it 
is well to d i scuss briefly some of the major issues involved m the broad 
question of government spmdirg, and to consider briefly the 
which budgets are proposed and enacted in practice. 

2&i 


mann er 
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/ ECOXOMIC FU\CTIO\S OF THE BUDGET 

\t one tune gov eminent budgets were seen to hav e only one func 
tson they served as a decis on making tool for determining the quantity 
and type of product to be taken collectively The public sector was seen to 
be economically analogous to the pm ate sector goods were purchased and 
paid for with tax receipts. \ cardinal principle was dev eloped out ot this 
limited concept of the government budget budgets must always be bal 
anced—that in that product taken collects eh bi the people always be fully 
paid tor through taxation The pnmm control ers\ at this time tm ol\ ed 
the type of tax system to employ Some argued that taxes should be lened 
according to the cbiltty to fax which suggested that those with higher in 
comes or greater accumulated wealth should pai more taxes than those with 
less. Others argued that the public sector would be more in line with the 
pm ate sector it taxes were levied according to the ben efts referred from 
government expenditures. 

Neither of these conSicting tax pnnaptrs vielded any clear-cut policy 
proposals, and this controversy is still with us For instance if taxation is 
to be based on the ability to pay does this imply proportional tax rates 
(everyone taxed at the same rate so that the more wealthy pay a higher 
dollar amount of taxes) or a graduated progressive tax system (in which 
higher incomes are taxed at higher rates as well as higher dollar amounts) 1 
Who, on the other hand are the primary beneficiaries of collectively taken 
product if the benefit principle «> to be employed 1 Some have argued for 
instance that national defense expenditures benefit primarily the lower 
income groups, since they are least able to defend them-elves (an argument 
seeminglr inappropriate to the atomic age), others have argued that na 
tional defense benefits mainly the wealthy, since they have more to lose in a 
destructive war (also seemingly inappropriate today, since more than ever 
before civilian hv es and not just property are at stake in wartime) 

Even though neither of these taxation principles yields unambiguous 
polio ct nclusion*, it is not hard to point to tax system employed today that 
ate based on one or the other of them Federal and state income taxes, 
progressive in impact «eem to be based on the ability to-pav principle Gaso¬ 
line taxes on the other hand onlinanlv earmarked for highway construc¬ 
tion and maintenance, fall upon taxpayers roughly in proportion to their 
use of the roads and thus seem to be based on the benefit principle. 

Early economists were aware that budgets could be employed for 
purposes other than for taking product collectively The government’s 
power to tax gave it a strong instrument for income redistribution if the 
soaetv thought income to be inequitably distributed But most early econo- 
mi ts would have agreed with Malthus, who more than a hundred years 
ago wrote 


266 ECONOMIC PROCESSES-THE LEVEL OP ECONOMIC ACTIVITY 


Yet taxation is a stimulus so liable in every way to abuse and it is 
so absolutely necessary for the general interests of society to consider 
pm ate property as sacred that no one would think of trusting to any 
government the means of making a different distribution of wealth 
with a view to the general good 1 

While there is still some resistance to utilizing the taxing power 
of go\ernment for redistnbut ve purposes there is today sufficient consensus 
in advanced countries that income redistribution must be considered the 
second major function of government budgets In the United States income 
redistribution is achieved by means of progressive income taxation and 
death taxes on large fortunes transfer payments to low income groups (in 
the form of relief unemployment compensation and the like) and possibly 
through expenditures such as public education and public hous ng which 
favor low income groups (Other types of taxation employed in the United 
States notable the sales tax are regressive in impact and tend in effect to 
make the income distribution more inequitable But the net effect of taxation 
by all levels of government is in some degree progress ve that is redistribu 
tive m the direction of equality ) 

Note the very close 1 nk between the goal of progressive redistribu 
t on of income and taxat on according to ability to pay Note also that the 
recognition of the budget as a redistributive device did noth ng to alter the 
cardinal principle that government budgets should be balanced—that tax 
receipts should equal government expenditure and transfer payments 

The third ma n economic funct on of government budgets is of 
course stabil zation the ma n subject of this chapter It w as not until late 
in the 1930s that economists began to recognize the strong antidcpression 
and ant inflation tool governments had in their budgets S nee World War II 
economists have arrived at virtual unanimity on the necessity of using fiscal 
policy to ma ntain economic stability But this consensus among economists 
has not vet been matched by a popular consensus of pol ticians journalists 
and voters because the proper application of the budget in a period of 
recession requires that government budgets be unbalanced thus violating 
what for centuries had been treated as the first guiding rule of budget 
making 


II THE BUDGET CYCLE 

De cis ons on budget pof cy mcfud'ing stabif zation fiscal policy are 
pol tical decis ons in the sense that they represent a consensus reached 
among d fferent interests represented in pol t cal institutions The manner 
in which these decisions are reached are complex In this chapter we are 

1 Quoted in Jesse Burkhead Gavernment Budget ng (New York John 
Wiley Si Son Inc 19S5) p (1 
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concerned mainlv with the outcome of the budget making process or 
budget cycle as it has been called \ en little attention can be given to 
the complex and often technical subject of government budgeting which 
is a studv in itself “ 

The budget cvcle can be divided into four more or less distinct 
steps preparation and submission enactment execution and audit 
I preparation and sl B'lissiON It is a major principle of budget 
ing followed in the Lmted States in the federal government in all states 
and in most municipalities that the budget be prepared by the executive 
branch and submitted to the legislature In some cases especially in most 
county governments (which have no executive head) a committee of the 
legislative branch instead prepares the budget Budget preparation is a com 
plex task and requires considerable expertness It is at the time the budget 
is prepared that the executive must ponder the major budgetarv questions 
what amount and type of product should be taken collectn eh how income 
should be redistnbuted and what kind of stabilization program will be 
required 

In the federal government this first step is initiated more than four 
teen months before the budget is to take effect For instance for the fiscal 
year beginning July I 1967 and ending June 30 1968 (called Fiscal 
1968) budget planning must begin before Apnl 1966 even though the 
budget will not be submitted to Congress before January 1967 

The preparation of departmental budget requests is supervised by 
the Bureau of the Budget which later compiles reviews and m accord 
vnth presidential pohev alters these departmental requests in preparation 
of the final document to be submitted to Congress by the President 
II enactment That the authorization of expenditures proposed by 
the executive be a function of the legislative branch of government is more 
than just a budgeting principle it is virtually a requirement in a demo¬ 
cratic form of government constituting as it does the most important single 
check the legislature has upon the executive It is a principle that extends 
back to 1215 A d and the Magna Charta 

An appropriations committee of the legislature ordinarily begins the 
process of budget review and it is on this level that the closest scrutinv of 
the executn e s requests is found On federal state and municipal lev el it 
is common practice for the legislature to accept with little if any change the 
recommendations of its appropriations committee 

In the federal government the budget is by tradition sent first to the 

" The two standard works for those who wish to explore the subject of gov 
eminent budgeting further are Jesse Burkhead Goieramrnt Budgeting a compre 
hensive review of budget principles and practices on all levels of government and 
Arthur Smithies The Budgetary Pftett mthe tn ted States (New k orb McGraw 
Hill Book Companv 1955) an examination of budget practice on the federal 
level with suggestions for reform. 
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Committee on Appropriations of the House of Representatives This Com 
mitt re larger in membership than entire legislative bodies at some lower 
levels of government (50 members) does not ordinanh consider the budget 
in any detail The real power resdes in the thirteen Appropriations Sub¬ 
committees (or for the Defense Department budget, sub-subcommittees) 

The chairmen of these subcommittees wield considerable power 
Since the Appropriations Committee and the House as a whole rarely alter 
the work, of the subcommittees it is in these small bodies of si* to fourteen 
members that the fate of executive department programs is often decided 
No body in the House of Representatives ever considers or reviews the 
budget as a whole, a fact that has subjected the legislative authorization 
process to considerable criticism by political scientists, economists, and 
experts on public administration 

Invariably the House of Representatives passes appropriations bills 
that provide amounts smaller than requested by the President 

The Senate does not ordinanlv begin its examination of the budget 
until the House has completed its work. Its examination of the budget, also 
conducted in Appropriations Subcommittees is much les> detailed than that 
of the House Attention is very likely to be directed at the cuts made by the 
Horn* in the President’s budget “The Senate,” one wnter notes, “thus 
tend* to act as a court of appeal, and will very often restore a part or all 
of the reductions made by the House "* 

In goyemments with a bicameral legislature (which includes the 
federal government and all but one of the states), the appropriations bills 
passed by the two houses (if they differ) must be reconciled by a conference 
committee, and the new bill arising from this conference must be passed 
again by both houses The bill then goes to the chief executive for his 
signature or veto In some state and municipal governments, the chief ex 
ecutiTc has the power of * item veto”, that is, he can veto (or in some cases 
simply reduce) the appropriation for single items without v etoing the entire 
appropriations bill 

III etecltion After the budget is enacted it still remains for the 
Bureau of the Budget to release obhgational authority to departments and 
agencies, a process known as apportionment of the budget. The entire year’s 
authorization is not apportioned at a single time, rather, the amount is 
released periodically over the vear in accordance with a time program 
arranged bet w een the Bureau of the Budget and the department involved 
The executive department then in turn “allots” to its constituent agencies 
the amount apportioned to 1 L 

Meanwhile, as each appropriation bill is signed credit is established 
for the appropriate department with the Treasury of the United States 
Departments incur obligations (hire employees sign contracts) , payment is 
made through Treasury accounts in Federal Reserve banks 

3 Bullhead, p 99 
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IV audit It is the responsibility of each department and agency to 
comply with the provisions of the appropriation legislation and depart 
ments hence maintain their own internal checks and controls on expendi 
tures This control is ordinarily supplemented with an audit procedure 
conducted by an agency independent of and separate from the executive In 
some municipalities and states audit is the responsibility of a separately 
elected public official usually state comptroller who is not responsible to 
the executive head and hence is considered to be an independent auditor In 
the federal government this function is the responsibility of the General 
Accounting Office headed by the Comptroller General of the United 
States which is responsible not to the President but directly to Congress 

III FISCAL POLICY 

The consequences of any given fiscal policy—that is any particular 
taxation and public expenditure program—will depend upon a complex set 
of variables The effects depend in part upon the political and social cir 
cumstances at the time the program is enacted upon the attitudes of busi 
nessmen and opinion leaders toward the program and certainly upon the 
leadership skill with which the desirability of the program is sold to the 
public In short the impact of fiscal policy depends upon a large number 
of factors that are essentially noneconomic in character To give adequate 
cons deration to these noneconomic influences would make ana!}sis ex 
tremely complex In order to keep the analysis simple such factors will be 
ignored in the discussion that follows But the omission of these factors 
should not mislead you Concentrating on economic factors alone makes 
fiscal policy decisions appear to have a direct simple and almost mechanical 
relationship with the level of economic activity It may appear that correct 
ing depression or recession is almost as simple as pushing a button Nothing 
could be further from the actual facts of life m countercyclical fiscal policy 
The level of tax collections and of public expenditures exerts an overwhelm 
ing influence on the level of economic activity but it does not constitute the 
only influence nor do these influences operate in a uniformly simple manner 

The Administrative Budget versus Total Payments and Receipts 
As was noted earlier, there is an important difference between the 
federal budget whose formulation and enactment was discussed in section 
II, and total government expenditures and receipts The amounts given in 
the federal budget are alwajs less than total federal expenditures and 
receipts For instance in the calendar year 1961 total federal expenditures 
were $102 1 billion, in the fiscal years 1961 (which starts and ends six 
months earlier than the calendar }ear 1961, but is closely comparable), 
budget expenditures were only $81 6 billion The reason for the difference 
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was noted in Chapter 2 the budget includes those items subject to annual 
executne review and legislative enactment, while total expenditures include 
these items plus such continuing programs as social sccuntj and highway 
construction (both financed through trust funds") 

To underline the difference of approaches, the budget prepared and 
submitted by the administration annually has come to be called the admin 
istrative budget two slightly different approaches to the total expenditures 
of the federal government are called the cash consolidated budget and the 
budget in the income accounts * 

The question arises as to which of the approaches—the admimstra 
tive budget or total expenditures and receipts—is the important one in fiscal 
policy The answer is that both are 

The administratis e budget is important, because it is here that fiscal 
policy decisions can be made This is the budget that is subject to regular 
renew which is most amenable to legislative change It is also the budget 
that is foremost in the public eye When people talk about government 
expenditures or taxes or ‘the budget,’ you can be virtu all) certain that 
they are talking about the administrative budget 

But it is the total expenditures and total tax receipts of the federal 
government that determine the way in which the public debt changes It 
is in this approach that you find the important information—the government 
defiat (and creation of new financial lnstrurr ents) or surplus (and destruc 
tion of old financial instruments) The effect of government on the level 
of economic activity may be concealed if you look at the administrative 
budget for instance the administrative budget may be balanced while 
there may be a deficit when all government expenditures and tax recepts 
are considered—and it is this defiat that affects the economy Or the 
administrative budget may show a deficit but there may actually be a 
surplus when all expenditures and tax receipts are considered 

For simplification in exposition, the important difference between 
the administrative budget and the total payments-total receipts of the 
federal government will be ignored in the remaining pages of this and the 
next chapter Reference w ill be simply to the budget " But the difference 
is important, and when you hear references to * government spending ’ and 
the defiat ’ be sure that the speaker is talking about the right approach 
for the purposes he is pursuing 

Besides the vital distinction between the administrative budget and 
tnta). yays/wj-A oswjCt nf. th/t fcoiccaJ- Abiwt vs taurJuti 

important distinction that is concealed when reference is made just to ‘ the 
budget’ —the distinction betw een product taken by the people collectiv ely 
(that is resource using government expenditures) and transfer payments 

4 For a discussion of the differences among the three approaches and the 
precise computation of each, see Tie Ecaaomie Retort el tie President 196 ’ 
Washington DC 1962 
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and total product taken declines by a total of $20 billion Because there is 
a recession unemplojment increases the average hours worked weekly 
declines the rate of business failure increases corporate profits fall and the 
index of industrial production shows a drop in industrial activity 

Since the recession originates because a reduction in investment 
brings about a divergence between the amount people want to save and 
the actual rate of creation of new financial instruments it is apparent that 
the appropriate government policj must be to create new financial instru 
ments—that is to operate at a deficit Based on the reasoning of Chapter 
13 it is clear that when the government operates at a deficit and issues new 
financial instruments the consequences will be an increase in the level of 
economic activity 

This conclusion is correct but the reasons may seem a little unclear 
When businesses issue new financial instruments jou know that businesses 
have taken more product—-that the rate of investment has increased And 
jou know that when businesses take more product the people will also take 
more product—that there will be a multiplier effect Similarly you know 
that when the rest of the uorld takes more net product other countries 
will issue financial instruments for Americans to hold and the American 
people will also take more product there being once again a mult plier Even 
an increase in the product taken by She people (a decline in the propensity 
to save) can initiate an increase in the level of economic activitj It is easy 
to come to the conclus on that recovery is initiated with an increase in 
product taking by someone 

But it is not necessary that more product be taken collectively for 
the government to operate at a deficit Beginning with a balanced budget in 
which expenditures and taxes are equal a deficit may develop with an 
increase in product taken collectively or with an increase in transfer pay 
ments or reduction in taxes If for instance taxes are Tcduced with no 
change in anything else a deficit will develop and new financial instruments 
will be issued to the people with no increase in product taken collectively 
And based on Chapter 13 jou know that when more financial instruments 
are issued the level of economic activity will rise bj some multiple 

What is it about the issuance of financial instruments with every 
thing else unchanged that can bring about an increase in the level of 
economic activity 7 


Tax Reduction 

It has already been assumed that the economy is m a recession 
where a $4 billion drop in the rate of investment together with a marginal 
propensity to sav e of 0 2 has resulted in a decline in total product of $20 
billion Suppose that the government decides to try to cope with this 
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recession bv dev eloping a deficit of '■>3 billion and that it decides to create 
thi» deficit bv reducing taxes * 

Whenever product i» taken collectively claims equal to the value 
of the product are created when the product is created To the extent that 
taxes are levied these claims are destroyed thus when the budget is bal 
aiiced all these claims are destroyed By reducing taxes by SO billion the 
government is leaving undestroyed $0 billion worth of the claims that were 
created when the product was created A tax reduction then increases by 
$3 billion the new savings acquired by the people 

It the peoples savings are increased by 53 billion how much addi 
tional product will they take 7 ^ou already know that their marginal pro- 
pensitv to save is 0.2 and their marginal propensity to consume is 0 8 This 
means that for eierr dollar of increased savings they acquire they will want 
to take consumer product worth 5+ 00 The people will take v20 billion 
worth of additional product Since the recession involved a reduction in 
product taken of *20 billion (a reduction in rnv estment of '4 billion and 
in product taken by the people of $16 billion) this increase in product 
taken by the people is just right. The recession is ov er 

Note one important thing When taxes were reduced by $3 billion 
total product taken increased by *20 billion There is a multiplier effect— 
but the multiplier i> four When the original reduction m investment of >4 
billion took place total product declined by $20 billion—a multiplier of 
five Cl earl v the multiplier for tax reductions is somewhat different from 
the ordinary multiplier described in Chapter 13 

It is not really very much different. When investment fell by $4 
billion product taken by the people fell bv four times as much by $16 
billion The total decline in product taken was $16 billion plus the original 
$4 billion or $20 billion When taxes were reduced by $3 billion product 
taken bv the people once again changed by four times as much increasing 
bv $20 billion But there is no original change in product taking to add 
to the *20 billion In both cases the people respond by a multiple of four 
but in the investment case the change in product taken by the people has 
to be added to the original change in investment while in the tax reduction 
case the change rn product taken hr the people is the call change in product 
taken This is why the tax reduction multiplier is always one lets than the 
ordinary multiplier 

fomtaJ/r, rie ordinary mu/np&er is giv en fey 

* Tie government must first decide whether to develop a deficit by reducing 
taxes increas ng transfers, or increasing resource using expend lutes or some 
comb nation of these \ discussion of turn such decisions are made is postponed to 
the next chapter and it is simply assumed that a tax reduction has been chosen. 
There is an administrative problem. Dot d scussed here in determining just what 
change in tax rales is necessary to bnng a reduction in tax retrifis of Jj billion. 

The Congress cannot s raply vote to cut taxes by J5 billion, but must vote to alter 

existing rates written into law 
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Ordinary multiplier = 


Marginal propensity to save 


so that with a marginal propensity to save of 0 2, the ordinary multiplie 
five The tax reduction multiplier is described formally by 


Tax multiplie: 


Marginal propensity to consume 
Marginal propensity to save 


so that with a marginal propensity to save of 0 2 and a marginal propensity 
to consume of 0 8, the multiplier is only four 

Increase tn Transfer Payments 

A deficit could also be developed by increasing transfer payments As 
you will see in the next chapter, transfer payments tend automatically to 
increase and tax receipts to fall when there is a decline in the level of 
economic activity The effect of an increase in transfer payments is the 
same as that of a reduction in taxes Indeed, it is useful to think of transfer 
payments as ‘ negative taxes ’ 

With transfer payments as with tax reductions, there is no “original ’ 
increase in product taking, so the transfer payment multiplier like the tax 
multiplier, is one less than the ordinary multiplier Because this is so, this 
smaller multiplier is known as the tax and transfer multiplier 

In order to raise the level of total product by $20 billion a $5 billion 
increase in transfer payments is required, assuming a marginal propensity 
to save of 0 2 and hence a tax and transfer multiplier of four 


Increase in Product Taken Collectively 

The government might instead decide to increase its resource using 
expenditures so that the people will take more product collectively Perhaps 
the increase will take the form of highway construction, grants to state and 
local governments for school construction, or a speedup in the exploration 
of space Whatever the product is that will be taken collectively, claims 
will be created (as usual) when the product is created, and the government 
has decided that the claims will not be surrendered by the people when the 
product is taken collectively 

Because in this case there is an “original ’ increase in product taken, 
the ordinary multiplier will apply The government need only increase 
product taken collectively by $4 billion (assuming a marginal propensity to 
save of 02) to get the required increase in total product taken of $20 
billion The people will take an additional $16 billion worth of product. 
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this increase together with the $4 billion worth of product taken collec 
tively provides the $20 bilhon increase in total product taken 

The ordinary or product taking multiplier then is more powerful 
than the tax and transfer multiplier With a marginal propensity to save 
of 0 2 it would take a tax reduction and/or increase in transfer payments 
adding up to $3 billion as well as a $3 billion deficit in order to achieve an 
increase of $20 billion in total product taken to relieve the recession 
unemployment To achieve these same results it would require only a $4 
billion increase in product taken collectively and only a $4 billion deficit 
That a deficit incurred by additional resource-using expenditures is more 
powerful than one incurred b) changing taxes or transfer payments does 
not necessarily make it a preferable course of action The decision as to 
what method to use depends on man) factors some of them noneconomic as 
will be seen in the next chapter 

The ' Balanced Budget Multiplier ’ 

Of course it is not really necessary to choose among a tax cut an 
increase in transfer payments or an increase in product taken collectively 
Some combination of these three can be and usually is chosen to combat 
recessions 

Besides these three there is a fourth way of achevmg the same 
result—increasing total product taken by $20 b 11 on—without any defiat 
at all As you will see it is not a very good way 

Suppose the government increases product taken collectively not by 
just $4 billion but by $20 billion The effect of this increase (by itself) 
would be an increase in total product taken of five times as much or $100 
billion Since the recession was not severe enough to require that much 
increase in product taking it is likely that this action by itself would 
create instability of another sort-—inflation 

But the action is not taken by itself At the same time the govern 
ment increases taxes (or reduces transfer pajments) by the same amount— 
by $20 billion The budget assumed to be in balance at the beginning 
remains m balance Taxes and expenditures change by the same amount 

The tax increase of $20 billion by itself would tend to reduce 
total product taken by four times as much or by $80 billion The net effect 
of the increase in resource us ng expenditures which has a $100 billion 
expansionary effect and the increase m taxes which has an $80 bill on 
contractional effect is an increase in total product taken of $20 billion 
Note that product taken collective!) rose by $20 billion and taxes 
rose by $20 billion so that there was a $20 billion balanced budget in 
crease while total product increased the same amount $20 billion For a 
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balanced budget change, the multiplier is always one For this reason, it is 
sometimes called the unit multiplier 7 

To fight periodic reductions in the level of economic activity vvith 
balanced budget changes would require such wide swings of taxation and 
expenditure levels as to be a major disturbant to the economy The im 
portance of the unit multiplier lies not in its use in antirecession policy, but 
in that it shows that the balanced budget is not neutral in its effect To 
show how important this fact is, recall that in 1963 the President called 
upon Congress to enact a tax cut for expansional purposes Some members 
of Congress said that they agreed that there should be a tax cut in order 
to bnng a higher level of economic activity, but added that they thought 
there should be a corresponding reduction in government expenditures The 
effect of the policy recommended by these congressmen would not be 
economic expansion but further contraction 1 

“More Money in Circulation" 

Sometimes it is said that the reason defiats are expansional is that 
through them the government “puts more money in arculation" It is not 
clear whether in such statements the emphasis is upon more money or upon 
more arculation To clear the point, let us examine the role of money in 
these transactions 

The expansional effect of a defiat comes about because additional 
financial instruments are created and issued to the people, induang the 
people to take more product. There is no reason apart from the fact that 
the present Amencan monetary system is not of this sort why the newly 
created financial instruments could not be newly printed five and ten-dollar 
bills instead of bonds The effect would be the same Indeed, some of the 
new bonds are—as noted—sold to commercial banks, and this transaction 
results in the creation of new money 

But there is no reason etther why there must be new money If all 
the bonds are sold to the people, or to financial intermediaries other than 
commercial banks the people give up money in exchange for the bonds 
either directly or indirectly Instead of holding their savings in the form of 
money, these people hold their savings in the form of government bonds 
savings accounts life insurance accounts and the like The total amount of 
money remains unchanged, but money that was being held is now being 
spent The monev, it must be conceded, is being “put into arculation ” 

But clearly rt is not the money that is important. Money, in this 

7 The “balanced budget multiplier’ will only be exactly one if the people 
affected by the increase in product taking have exactly the same marginal propen 
uty to save as the people affected by the tax increase The marginal propensities to 
save will ordinarily be approximately equal but probably never exactly equaL What 
can be said with some assurance is that an increase or reduction in resource using 
expenditures and taxes together will result in an increase or decline in the level of 
total product of approximately the same magnitude 
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context serves as a financial instrument for savings purposes or as a medium 
of exchange The important thing is that new financial instruments are 
created in one form or another and the acquisition of these new instru 
ments induces the people to take more product—by some multiple of the 
increase in savings created 

IV THE PROPER ROLE OF THE FEDERAL 
GOVERNMENT'S BUDGET 

It is clear that government units may do something to prevent or at 
least to combit cyclical unemployment and recession Regardless of which 
sector initiates the decline it is possible for government units simply by 
incurring deficits and hence creating new financial instruments to combat 
any cyclical contractional tendency in the economy 

This holds true for local and state governments as well as the federal 
government The effect of local and state deficits is the same as that of 
federal deficits Yet the discussion so far has been framed in terms of 
federal not state or local action and indeed no one expects state or local 
governments to develop deficits to combat decline in the level of economic 
activity While state or local deficits would bring an increase in the level 
of economic activity for the economy as a whole little or perhaps even none 
of the benefits might accrue to the state or locality issuing the promises 

For example if the state of Michigan builds more roads and issues 
promises to finance the construction some additional employment would be 
provided for residents of the state of Michigan, but much of the road 
building materials and machinery would be produced outside the state 
Moreover those who do become employed in the state of Michigan will 
buy more product but much of it will be produced in other states Similarly 
if the city of Cleveland Ohio were to build more schools there would be 
more employment in the city of Cleveland However most of the materials 
for the school buildings would be produced outside the city and the newly 
employed people would buy product also produced elsewhere The same 
factors apply to tax cuts and to transfer payments If the state of Illinois 
cuts taxes or increases transfer payments the residents of that state can be 
expected to take more product but much of the product will be produced 
in other states where many of the employment opportunities will hence be 
provided 


Credit Ratings 

State and local government deficit spending also has an undesirable 
financial aspect If a state or local government unit engages in deficit spend 
mg the credit rating of that government unit relativ e to other government 
units may become impaired because the economic activity within that gov 
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ernment unit's jurisdiction is not likely to be significantly improved by the 
deficit spending That government unit may experience financial difficulties, 
savers may shy away from the bonds it issues 

For the federal government it is a different matter If more product 
is taken through the federal government, almost all the product will be 
produced within the United States and those who become newly employed 
will take product produced within the United States Similarly, if the 
federal government cuts taxes the additional product taken by the people 
will be produced and the additional employment will be provided within 
the United States When the federal government issues bonds during a 
period of unemployment, it can be expected that the level of economic 
activity for the whole country will be raised The credit standing of the 
federal government will not be impaired After allowance is made for the 
fact that the income from ownership of state and local government sccun 
ties is not subject to federal income taxation the bonds issued by the federal 
government are always more attractive than securities issued by any other 
government unit 


“Passing On The Burden ” 

It is sometimes argued that deficit spending is somehow wrong, be 
cause when government units borrow, “the next generation has to pay for 
services we get today " This argument has some validity when applied to 
the promises issued by state and local governments, but none when applied 
to the federal government 

If ‘paying for” the product taken collectively means giving up the 
ability to take some other product, an increase in collectively taken product 
during a recession is not "paid for” by anyone, for no one has to give up 
anything If the government uses resources that are otherwise unemployed, 
employing them to create additional product and paying for them by issuing 
new financial instruments, there is no cost, there is only benefit—the benefit 
of additional collective product, plus the benefit of the additional consumer 
product whose creation is induced by the issuance of government promises 

Even at full employment levels, however the argument has no 
validity when applied to the federal government If the level of economic 
activity is at a maximum more product taken collectively—regardless of 
how it is financed, whether by taxation or by the issue of new financial 
instruments—must mean less product taken individually or by business 
firms In such a case additional product taking financed by issuing new 
promises would not be “costless ” but the cost would be borne by the current 
generation, who are the ones to give up the individually taken product or 
the business investment For example, take the great increase in government 
expenditures during World War II, about half of which was deficit fi 
nanced Many people argued that “future generations” would have to pay 
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the costs of the war Were this true there need have been no shortage of 
consumer product during World War II But there were shortages of 
many types of consumer product some, like automobiles, were not produced 
at all, others like shoes meat, and sugar, were rationed, and others, like 
cigarettes and nylon stockings were just very difficult to find Were the 
argument true the rate of business investment during World War II need 
not have suffered, as a matter of fact, it declined drastically, except in war 
goods industries 

In order to ‘ pass the burden to the future generations,” we would 
have to acquire more product than we create today, and future generations 
would somehow have to give up product When the federal government 
borrows the burden" could be passed on” only if the promises were 
issued to the rest of the world in exchange for product Then, when the 
promises fell due in, say, twenty years that generation would have to give 
up product for them When one country borrows from another, it borrows 
product, and when the loan is repaid, it is repaid in product If the loan is 
“repaid” in money or other financial instruments which continue to be held 
by the other country, repayment is really just being postponed The bulk of 
United States government promises are sold domestically, however, and the 
generation that enjoys the additional collective product is also the genera 
tion that pays for the product 

However, when a state or locality issues promises, it is almost a 
certainty that a large percentage of the promises will be acquired by 
“foreigners,” that is, by those living outside the state or city involved Thus, 
deficit finance on a state or local level almost certainly passes the “burden” 
on to the next generation This does not mean that state and local govern 
ments should not engage in deficit finance, however In fact, one of the 
prime reasons why states and cities frequently finance new schools, recrea¬ 
tion facilities, and other construction projects by issuing new promises is 
that they want future generations to share the cost of these facilities Such 
facilities are likely to be used by several generations, and in order to have 
each generation pay a share, states and localities frequently stagger debt 
retirement over a period of many years 

Of government units, then, it seems dear that only a federal govern 
ment can be called upon to issue financial instruments when there is a 
decline in the level of economic activity 

The Other Sectors 

Of course, we might instead call upon business firms to acquire addi¬ 
tional product and to issue new financial instruments in order to combat a 
decline in the level of economic activity But such an expectation would be 
unrealistic, for we can hardly expect business men to acquire additional 
productive facilities and inventories when they see no prospects of future 



282 ECONOMIC PROCESSES-THE LEVEL OF ECONOMIC ACTIVITY 

3 That when the debt is repaid in the future, a burden will fall on 
future generations 

4 That during a depression or recession, the country is too poor to 
afford additional government expenditures 

Finally account must be taken of an objection to deficit finance 
stemming not from misunderstanding but from careful economic anal)sis 
that interest pa)ments on the enlarged public debt, if financed through in 
come taxes may have harmful disincentive effects 

**Deficits Don’t Work ” 

The first of these arguments which suggests that the total amount 
of product taken will not increase when government units incur deficits 
because the increase in product taken collectively will be offset by the de¬ 
crease in product taken individually, is based on faulty reasoning 

In the first place, let it be noted that the promises issued by govern¬ 
ment units need not be purchased by households directly The bonds may be 
acquired by commercial banks, which will issue new money to government 
units No one need give up anything when government units incur defiats 
The newly created money can be paid to those who perform the services 
that create the additional collectively taken product The public will thus 
have more ‘ bujing power,” not less 

In the second place even if households did buy the promises directly 
from government units it is unlikely that they would take any less product, 
financial instruments help to satisfy the propensity to save, not to increase 
it The probability is that the people would not surrender money that 
would have been used to purchase product, it is more likely that the money 
surrendered would otherwise have itself been held as a financial asset The 
first effect of the sale of government promises, it will be recalled is merely 
to change the form in which people hold finanaal instruments 

“Deficits Are Inflationary ” 

The argument that defiats lead to inflation relies on half truths 
Federal defiats are expansional in their effect, and if resources are fully 
employed the expansional effect will tend to be felt almost exclusively on the 
price level This would suggest that defiats not be used when there is full 
employment when they can indeed be inflationary But in a recession ex 
pansion is precisely what is wanted With less than full employment the 
expansional effect will be concentrated on the level of economic activity— 
employment output and income—not on the level of pnees 

Critics of deficit finance ordinarily do not rest their case that deficits 
are inflationary on the simple argument that they are expansional They 
assoaate inflation with money To begin with, they assume that a majority 
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of the newly created government promises are acquired and hence “mone¬ 
tized” by commercial banks, so that much of the public’s increased holding 
of financial instruments takes the form of an increase in the supply of 
money This is a realistic enough assumption But then it is further argued 
that when the money supply increases the pnce level will rise Changes in 
the price level are discussed in detail in a later chapter but one point can 
be mentioned here If resources are fully employed, and the level of eco 
nomic activity is at a near maximum attempts of people to buy more prod 
uct—which might occur if the people had more money—can certainly re 
suit in price increases But when resources are unemployed and the economy 
is at a low level of activity, the principal effect of attempts of people to buy 
more product will be to encourage more production, and to bring men back 
to work So prices will rise little if at all when there are deficits if there 
is widespread unemployment 

“A Burden on the Future ” 

The third argument, that when the debt is repaid m the future, a 
burden will fall on future generations, has already been dealt with in the 
preceding chapter A “burden" will fall on future generations only if the 
borrowing is from foreigners, which is ordinarily not the case 

But it should be conceded that, when government promises are re¬ 
deemed, financial instruments are destroyed, and the destruction of financial 
instruments does tend to depress the level of economic activity, just as the 
issuance of financial instruments tends to raise that level Some kind of 
burden can fall on future generations, then The real question is whether 
the bonds must in fact ever be redeemed Rather than being redeemed, the 
likelihood is that the total amount of bonds issued by government units 
will continue to be increased At any rate, only an irresponsible govern¬ 
ment would redeem bonds—incur a budget surplus—in circumstances 
under which such an act would have a harmful effect on the economy And 
there is no basic reason why bonds must ever be redeemed Of course, any 
one who owns government bonds will undoubtedly alwajs be able to sell his 
bonds for money, or get money from the government for them when they 
mature But when government bonds mature, the usual practice is to issue 
new ones, and frequently, the persons who acquire the new bonds are pre¬ 
cisely those who turned in the matured ones 

"Too Poor to Afford More Spending ” 

The fourth argument, that the country is too poor to afford more 
government expenditures during depressions or recessions, is the crudest of 
all In the first place, deficits may be achieved through tax reduction, with 
no increase at all in government spending But even when more govern- 
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ment spending is undertaken, the argument is wrong As already potnted 
out when unemplojed men are joined with idle productive facilities to 
create additional product, there is no cost 

Those who offer this fourth objection are frequently those who 
counsel thrift when a family faces a financial emergency, they look only at 
the federal budget, not on the effects on the country as a whole, and give 
the same advice to the government They are making the error common in 
unschooled thinking of fallaciously reasoning from the part to the whole 
A variation of this argument looks at federal deficits as among the harmful 
effects of a recession or depression, rather than as a source of stimulus for 
recovery No comment on this idea should be necessary by now 

Interest Payments, Taxes, and Incentives 

While the preceding four arguments against deficits are based on 
misunderstanding some validity may attach to one final argument against 
deficits As the public debt increases, so do interest payments to holders of 
government promises These interest payments do not involve a burden 
on the economy as a whole, they are primarily internal transfers To the 
extent that they require higher taxes they also involve higher interest pay 
ments to the people Just as federal borrowing cannot "pass on the burden” 
of today’s expenditures to future generations, so interest payments do not 
involve a burden on the economj 

But higher interest pajments do ordinarily involve higher taxes 
And it is argued, since the federal government receives most of its revenues 
in the form of income taxes the higher taxes may discourage people from 
making that extra effort to earn more income This might mean not working 
for a promotion not investing in a nskier but possibly more profitable busi¬ 
ness venture, not working overtime If higher taxes mean a smaller amount 
of services offered total output at full employment will be less 

This argument has neither been proven true or false It is at least 
possible that higher taxes could have the opposite effect of inducing people 
to work harder or longer, to maintain a desired standard of living The 
likelihood is that the higher taxes required to pay interest on the public 
debt have little if anj effect, one way or the other on people s willingness to 
work bur that, by weakening the motives to engage in risky investment, on 
balance they have a harmful effect on the econom) 

The fact that higher taxes needed to pay interest charges on a larger 
public debt may reduce total output slightly does not mean that defiats are 
not to be used to combat recessions The harmful effects both short and 
long run, of unemplojment and less than capaaty production are lm 
mensely more harmful than the disincentive effects of higher taxes Neither 
alternative is espeaally attractive, but the choice between them is nonethe 
less an easy one 
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II THE REORIENT A TIOh OF FISCAL POLICY 

Prior to the Great Depression of the 1950s the predominant point 
of siew in America was that each individual was responsible for his own 
employment or unemployment The proper level of economic activity was 
regarded as whatever resulted from the private decisions of individuals and 
bus ness firms If a person became unemployed it was his own fault or at 
least it was his own responsibility to find a new job The government 
usually meaning the count) government would become concerned only in 
cases of extreme personal hardship and then only on the basis of chanty 
In 1932 when the depression was already three years old the Democratic 
candidate for President Franklin D Roosevelt asserted that if elected he 
would restore the federal budget to balance by cutting government expendi 
tures by 25 percent The consensus of both major political parties indicates 
how widespread was the conviction that the proper role of government at 
least dunng depressions was frugality and retrenchment of its activities 

But the depression was so overwhelming and the hardships from 
prolonged unemployment were so severe that despite the new Presidents 
intentions the federal government was forced to engage in addit onal 
spending without corresponding increases in taxes not out of conviction 
that deficit spending was desirable but out of the necessity to provide yobs 
in order to avoid catastrophe Today s defenders of the New Deal point 
with pride at the deficit spending of the thirties as a prescient way of pro 
moting an tncrease in the level of economic activity But in the early days 
of the New Deal low levels of deficit spending were earned on with 
apologies and judged by public statement with a very bad conscience 

Keynes’s General Theory 

In 1936 John Maynard Keynes published his book The General 
Theory of Employment Interest and Money A highly complex work in 
tended mainly for economists it came to have a very wide impact It pro 
vided the first systematic analyss that defended the use of fiscal policy 3s a 
means of overcoming widespread unemployment 

Before Keyness work the prevailing economic theorv with respect 
to declines in the level of economic activity was that the forces that caused 
the decline would set m motion forces that could automatically reverse the 
decline The normal or natural condition was full employment The 
older doctrine contained many attractive arguments A decline in sales for 
instance was claimed to cause a reduction in prtces which would lead to 
greater sales A reduction in business investment would bring lower interest 
rates which would lead to greater investment Unemployment would cause 
lower wage rates which would lead to greater employment Any collective 
action to cure the decline would interfere with the natural or automatic 
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corrective forces and therefore prolong the depression or make it worse 
Left alone it was argued a depress on would be brief and cure itself 

According to Kejness theorj the forces of decline were not auto 
matically self-correcting The interest rate mechan sm was seen as no cor 
rectne for depression for declines in business investment were brought 
about by a decline in investment opportunities and no rate of interest how 
ever low could induce investment with no prospect of sales Household 
spending depended according to the new theory not on the price level but 
pnne pall) on the rate of investment. 

The newer theory suggested government deficit spending as an 
added nonautomatic corrective for depression When the rate of investment 
was too low to satisfy the full-employment propensity to save government 
defiat spending could substitute for private business investment in providing 
the people with savings and thereby increase employment by increasing the 
amount of product taken by individuals With the reappearance of pnvate 
investment opportunities defiat spending could fade away and a high level 
of economic activity would once again be supported by business investment 

The ideas contained in the General Theory were by no means at 
once universally accepted they were bitterly debated Man) of those who 
challenged the new theory were in no sense economists, they were simply 
people of all levels of public prominence who bndled at the thought of 
government interference in economic activity Others who challenged the 
theorv were economists even today the validity of many of the assertions 
and analyses presented by Keynes and his followers are still debated by 
professional economists. In fact many of Keynes s original arguments have 
been all but rejected Nevertheless a revolution had begun No longer did 
public offiaals have to apologize for the defiats which were incurred when 
they acted to counter unemployment. The defiat itself—once axiomatically 
evil—could be defended as good 

Other Influences on Fiscal Policy Thinking 

The revolution was brought to fruition by four other important 
developments The first was that only about half of the expenditures of the 
government during World War II were financed by taxat on Govern 
ment promises were issued for the other half There was little disposition 
to levy taxes at the rates that would have been required to avoid defiat 
finanang But dunng the war there was certainly full employment. Even 
during the thirties when there had been some defiat spending at least 8 
million remained unemployed, there was sdli considerable doubt about the 
effectiveness of defiat spending With the experience of the war it became 
obvious that when enough product was taken collectively and financed by 
issuing bonds full employment would result. 
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The second development occured shortly after the end of World 
War II With the memory of unemployment still vivid in the minds of 
man) people the end of the war brought the specter of unemployment again 
By this time there was widespread conviction that the federal government 
could do something to prevent or overcome unemploj ment and that it had a 
responsibility for doing so This conviction represented a very significant 
change in attitude Whereas before 1930 employment was thought to be 
entirely the responsibility of the individual by 1946 there was widespread 
acceptance of the idea that employment was in part at least a social re 
sponsibility This point of view was made a matter of declared public policy 
by the Employment Act of 1946 The significant passage of this Act reads 
as follows 

The Congress hereby declares that it is the continuing policy 
and responsibility of the Federal Government to use all practicable 
means consistent with its needs and obligations and other essential 
considerations of national policy with the assistance and cooperation 
of industry agriculture labor and state and local governments to 
coordinate and utilize all its plans functions and resources for the 
purpose of creating and maintaining in a manner calculated to foster 
and promote free competitive enterprise and the general welfare condi 
tions under which there will be afforded useful employment opportum 
ties including self employment to those able willing and seeking to 
work and to promote maximum employment production and pur 
chasing power 

In addition to the declaration of policy, the Act provided for the 
establishment of a Council of Economic Advisers m the executive branch 
of the federal government The duties of the Council are to keep the Presi 
dent informed on the state of the economy The President is required by the 
Act to make periodic reports to a newly established congressional committee 
the Joint Economic Committee made up of members of both Houses of 
Congress The Committee in turn was to analyze the reports as a basis 
for initiating legislation designed to carry out the policy declared in the Act 
The language in the statement of policy is equivocal The Act does 
not set down any specific action the government u ill take when unemploy 
ment develops and it says that whatever the government does must be 
consistent w ith the preserv ation of private enterprise ” a highly imprecise 
and ideologically loaded term which has sometimes been interpreted as 
implying no active government tole But tbexe is. Uttl/i dnuJit ahrnif. 
fact that both officially and unofficially, unemployment is recognized as a 
responsibility of all the people and not just of those who happen to be un 
employed 

A third development of the past twenty five years is also important 
Prior to 1935 the data now refered to as national income statistics were 
most fragmentary Little was actually known about the state of the econ 
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omj and there was little basis lor inductive anal} sis of changes in the level 
of economic ictivitj The system of national income accounts developed 
since that time provides a wealth of information on the state of economic 
activity and a much more reliable basis for the formulation of economic 
pol cy to raise the level of economic activity An anal)sis of the data sup 
ported the core of the Keynesian theoretical propositions 

Finally especially since World War II, the very size of the federal 
government compels a consideration of the role of government in the level 
of economic activity When the government was quite small an increase or 
decrease m government expenditures or in taxes would have had relatively 
little effect upon the level of economic activity But when the amount of 
product taken collectively began to approach 20 percent of the total product 
the activity of government became quite important What is done through 
government units has an effect on the level of economic activity regardless 
of whether public officials or private citizens think it should A public 
policy concerned with the level of economic activity cannot be avoided 
When the level of economic activity declines the same tax structure yields 
smaller revenues Unless action is taken to reduce expenditures the govern 
ment will be operating at a deficit 

Although the tax system was designed with other purposes m mind 
we are quite fortunate that it operates as it does Because of the great size of 
federal expenditures and tax revenues any reduction in taxes that follows a 
drop in the level of economic activity is certain to be substantial The de 
cline is ordinarily so great that an increase in tax rates sufficient to com 
pensate for the reduction in tax receipts is not politically possble, so even 
a Congress and a President opposed to the use of fiscal policy as a counter 
recession weapon will almost be forced to incur deficits when the level of 
economic activity declines They are not likely to reduce expenditures to 
compensate for a decline in tax receipts since the major portion of expendi 
tures is for national security Because a deficit is almost unavoidable, the 
question really becomes What size defiat would be best ? 

From a Budget Balanced Annually to a Budget 
Based on Economic Conditions 

When the level of economic activity was thought to be entirely the 
responsibility of private business and households the prevailing view on 
fiscal policy was that the budget of the federal government should be bal 
anced annually Government expenditures were to be limited in each fiscal 
year to the amount of taxes collected within that fiscal year 

It was often argued that an annually balanced budget was neutral in 
its effect upon the level of economic activity As a matter of fact the tax 
and expenditure decisions necessary to maintain a budget in balance an 
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nually would accentuate both a decline and an increase in the level of eco 
nomic activity The major reason for this is that taxes paid to the federal 
government are based largely on personal income corporate profits and the 
sales of certain products such as cigarettes alcoholic beverages furs cos 
metics luggage and the like When the level of economic activity declines 
the same tax rates yield lower total tax revenues and it is therefore necessary 
to increase tax rates or reduce the amount of product taken collectively in 
order to maintain a balanced budget Either an increase in tax rates or a 
reduction in the amount of product taken collectively would further de 
press the level of economic activit) On the other hand when the level of 
economic activity increases the same tax rates will yield greater revenues 
If budgets are to remain balanced government officials must either lower 
tax rates or increase the amount of product taken collectively Either action 
would contribute to a further expansion in the level of economic activity 

Even though the actions taken by the federal government in order to 
keep the budget in balance can aggravate both a decline and an increase in 
the level of economic activity an annually balanced budget would not make 
much difference if the total amount of product taken collectively were small 
and the change in the level of economic activity were not very great When 
the total amount of product taken collectively becomes as much as 20 per 
cent of the total product as it is today in the United States and when 
changes in economic activity in the private sector are great as they clearly 
can be changes in tax rates or in the amount of product taken collectively 
become very important A balanced budget policy is clearly not neutral 

In the realm of theory the first retreat from a budget balanced an 
nually was to a budget balanced over the business cycle Deficits in the 
periods of declining activity were to be offset by surpluses in periods of 
prosperity This compromise had an appeal to many people who recognized 
the potentially harmful implications of an annually balanced budget but 
who were basically opposed to government deficits It was expected that 
government debts incurred during a depression would be paid within a rela 
tively short time The application of the principle was another matter 
however There would be no problem during the first decline in economic 
activity following the acceptance of the policy but there would follow a 
problem of what would be done if the subsequent level of economic activity 
did not allow for the repayment of the bonds without starting another de 
cline As a matter of fact the idea of a budget balanced over the business 
cycle represents little more than a transition stage in moving from the fiscal 
orthodoxy of an annually balanced budget to deficit spending during penods 
of declining econom c activity without concern for subsequent retirement 
of government bonds 

Today budget balancing—either annually or over the business cycle 
—has ceased to be orthodox among economists 'While they may disagree 
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about timing or about priorities virtually all economists today, whether 
they be liberal or conservative in their personal beliefs accept the neces¬ 
sity for unbalanced budgets for the maintenance of economic stability Un¬ 
balanced budgets are the new orthodoxy, and it is recognized that the in 
creases in the public debt arising from recession deficits may be neither 
quickly nor perhaps ever reversed If the rate of private sector creation of 
financial instruments remains for a long time insufficient to satisfy the full 
employment propensity to save the public debt must continue to increase, 
if the rate of private sector creation of financial instruments is more than 
enough to satisfy the full employment propensity to save, then of course 
surpluses will be in order and the public debt will be reduced 

If this position is the new orthodoxy among economists it is not 
clear whether it is the orthodoxy of politicians, public officials, and com 
mentators in the mass media Defiat finance runs against a w ell established 
grain and acceptance of the principle has come hard Yet despite their 
public utterances which are most commonly in favor of the balanced budget 
(to argue for deficits still seems politically unwise), federal officials seem 
willing to create defiats when the need arises President Eisenhower, for in 
stance, while inveighing against defiat finance as ‘irresponsible,” nonthe 
less responsibly presided over the largest peacetime deficit to that date in 
the fiscal year 1959, a defiat of over $12 billion Most economists are agreed 
that had the government followed the old policy of retrenchment and 
budget balanang the 1957-1958 recession would have developed into a de¬ 
pression of the pre-Worrd War II model The administration followed the 
correct policy but refused to take public credit—or blame—for that policy 
A look will be taken toward the end of this chapter at the positions 
of those who oppose increases in the public debt—or tn any kind of debt— 
in pnnaple ’ 


III FISCAL POLICY DECISIONS 
IN PRACTICE 

Even if everyone accepted the new orthodoxy of unbalanced budgets 
for maintenance of stability, there would still be problems of implements 
Hon When a decline in the level of economic activity appears, should the 
government raise its resource using expenditures should taxes be cut, or 
'JimJ.'L Vrw/iAts •pvyniviea Vt wicwaeei* 

There are problems assoaated with each one of these types of ac 
tions Each one also has its advantages In this section, a look will be taken 
at the problems and advantages of each, and at the usual practice and pro 
posals for changes 
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Built tn Stabilizers 

Some of these decisions do not even have to be made In effect they 
have been made in advance There are in federal tax laws and other stat 
tites provisions that tend to work for an automatic defiat in the federal 
budget when there is a drop in the level of economic activity These pro¬ 
visions are called the economy s built in stabilizers 

Bv far the most important built in stabilizer is the federal personal 
income tax Because the tax is a graduated progressive tax (meaning that as 
incomes rise tax rates rise so that tax payments rise—and fall—more 
rapidly than income) a decline in the level of economic activity would re 
suit in a more than proportionate drop in tax payments At the same time 
corporate income tax pajments would decline accentuating the effect. If 
expenditures remain constant a deficit will develop 

To a lesser extent income taxes and some other taxes levied by state 
and local governments have the same effect although as you have seen 
in a protracted recession or depression it is difficult for these lower levels 
of government to resist the pressures to cut back on expenditures to re 
balance their budgets 

Another important built in stabilizer is the system of transfer pay 
men Is When unemployment increases certain transfer payments such as 
unemployment compensation and on a local level rel ef payments increase 
as a matter of course The automatic increases in these payments tend to 
unbalance the budget The unemployment compensation program however 
is hampered by a statutory limit restricting any unemployed person to twenty 
six weeks of payments In a recession the admin stration ordinarily requests 
and Congress provides extens ons of benefits but the extensions are then 
certainly not automatic or built in and in fact an administration request 
for extens on was turned down by Congress in 1962 

There are other less obvious built in stabilizers For instance if 
a decline in the level of economic activity means a decline in the prices of 
farm products as it often does there will be increased pnce-support pay 
ments to the farmers—not changing the fanners incomes (the increase 
offsets a pnce decline) but further unbalancing the budget. 

Built in stabilizers have an important role to play m softening a 
decline but they cannot restore full employment and may in fact impede 
recovery For instance the progressive tax srstem provides a built in stabi 
lizer because as total income falls tax payments decline ev en more rapidly 
But during recoverv as total income nses tax payments nse even faster 
retard ng expans on The contnbution of built in stabil zers then is to 
make the business cvcle less violent not to prevent recess ons nor to bring 
an automatic recovery from recessions that do occur Major reliance 
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for ending recessions must be placed on nonautomatic stabilizers, that is, 
on ‘discretionary fiscal policy,” requiring administration and/or congres¬ 
sional action 


Discretionary Fiscal Policy 

Thus the question of what action to take to combat a recession ap 
pears once again It is one thing to say that a reduction in tax rates or an 
increase in resource using or transfer payment expenditures makes sense 
during a decline in the level of economic activity; it is quite another thing 
to decide how a cut in tax rates should be made—whose taxes, and reduced 
how much—or what additional expenditures should be made It is obvious 
that different possible cuts in tax rates will affect different people differ 
entlj, and the same applies to expenditure increases 

A few general statements can be made about each type of action 
Tax cuts and transfer payments have the advantage that, once en 
acted they can be earned out extremely quickly An increase in transfer 
payments, once enacted, can result in the mailing out of checks in short 
order A tax cut can take effect through a drop m withheld taxes on the 
very next payday—and indeed, if it appears certain that a tax cut will be 
enacted households may step up their spending even before the cut is ef 
fective 

A tax cut or increase in transfer payments, however rapidly they 
may take effect after enactment, may take quite a long time being enacted 
Congressional consideration of tax reduction unleashes tremendous pressures 
upon Congress by various groups who feel that their tax is the most de 
serving of reduction Any consideration of discretionary tax reduction in 
volves questions of tax equity as well as of antirecession fiscal policy The 
same pressures can be created over transfer payments, as the history of the 
1930s with the 'bonus marchers” and other groups vehemently insisting 
on pensions and grants, so clearly shows 

More product taken collectively has a long record as an expansional 
device Administrations prior to the New Deal advocated “public works” 
expenditures They thus have the advantage of some prior public acceptance 
But public works programs, once enacted do not take effect im 
mediately Since such programs almost always involve construction, there 
must be planning, and numerous decisions made, even before the project is 
begun To avoid this long preparation period it has often been proposed 
that there be "stand by programs,” with blueprints ready, awaiting a serious 
decline in the level of economic activity Congress the proposal goes could 
even give advance authority for the expenditure, the project to be begun 
only when unemployment exceeds some figure—5 percent or 6 percent of 
the labor force 
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If the effects of a recession are severely localized—as they often 
are with most unemployment created in industrial manufacturing areas 
such as Pittsburgh and Detroit—publ c works projects in these areas can 
concentrate the initial expansional effects in the trouble spots Tax cuts and 
transfer payments must be more general in their effects 

These statements concerning tax cuts transfer payments and re 
source using expenditures all involve practical aspects On principle 
however the past few years have seen an increased interest on the part of 
economists in tax reductions and transfer payment increases in times of re 
cession while publ c works projects have correspondingly lost favor The 
basis for this position is the judgment that the level of collective product 
taking should depend primarily on the need and public desire for col 
lectively taken product and not on the level of economic activity If schools 
and dams are needed and wanted by the people their construction should 
not be postponed until the !e\el of economic activity decl nes If they are 
not needed or wanted they should not be built This line of argument sug 
gests that the level of resource using expenditures should be determined 
without reference to the level of cconom c activity the administration and 
Congress should consider what amount of product should be taken col 
lectively in accordance with their analysis of present needs and public sent! 
ment The level of tax receipts then should be considered separately not 
as a way of paying for the collectively taken product but to create the 
necessary deficit balance or surplus appropriate to maintain economic sta 
bility 


Proposals for Speedier Antirecession Action 

Discret onary tax cuts transfer payment increases and public works 
projects all share the same disadvantage delay Tax reductions and transfer 
payment increases—except for the automat c ones—take t me for enactment 
public works projects take time in getting under way all three also share 
difficulty in being reversed when the recession is over It is difficult to raise 
taxes after once cutting them or to take away a transfer payment once 
regularly granted and a half finished public works project must be com 
pleted or wasted even if the level of economic activity is once again high 

For these reasons recent administrations have placed first reliance 
on taking actions not requiring congressional approval and not appearing 
permanent An order can go out to speed up existing projects such as the 
huge highway construction project or government purchases originally 
planned for later in the year The Pres dent can order a hurry up in income 
tax refund checks or other payments if the timing of the recession allows 
These actions are quick and reversible and they are politically advan 
tageous because the deficit they create is wiped out by the end of the fiscal 
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year so the) seem—accord ng to the old orthodoxy of budget balancing— 
fiscalh responsible But like the automatic stabilizers they are not 
enough especially if the recession is protracted 

Hence a number of proposals have been made for statutory changes 
allowing quicker action against recessions Most of the proposals would in 
volve a loss of power for Congress 

Some of the proposals call for an increase in discretionary power 
for the executive branch The most important of these would give the Presi 
dent perhaps with Congress having a veto power the right to change in 
Come tax rates applicable to each level of income The most common ver 
s ons of th 5 proposal would give the President this pow er only when certain 
indices of economic activity such as percentage of the labor force unem 
plowed showed recession signs and the tax rates would revert to their 
old levels after six months Such a proposal was made in 1961 by President 
Kennedv following on the recommendations of the Commission on Money 
and Credit a widely quoted private study group* Because Congress ap 
parentlv regards its tax levying power as one of its most important no action 
appears likely in the near future But th s proposal will be around for a 
long time and some change of this sort may eventually be made 

S milar proposals already mentioned would give the executive 
branch stand by authority for public works projects 

Similar m purpose but different in impact are the proposals that 
when the chosen economic indicators point to a recess on tax rates be cut 
across the board automatically without executive discretion These pro 
posals for formula flexibility (so called because tax rates would vary in 
accordance with some predetermined formula) would greatly augment 
the power of built in stabilizers But they ignore the fact that the indicators 
themselves cannot distinguish as can an analyst armed with a variety of 
data between cyclical and structural unemployment. 

Another important reform proposal would d scontmue the present 
twenty six week limit on unemployment compensation payments subststut 
«ng other safeguards to assure that the lazy do not make a permanent living 
from their unemployment checks 


IV DEBT PRO AND CON 


There is a traditional view in America derived from Puritanism and 
the Calwwust Pmtestacit TaAw; thai Jhnld# efcik* As* be s jygir ehxrvKter 
weakness This traditional concept, combined with a historical distrust of 
strong central governmental authority which is a heritage of past oppress ons 


o n a* \Unty and Crtdt The r Influence on Jobe Pneei and 
sod Cliff* NJ Prentice Hal! Inc. 1961) p 137 
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and is enshrined in our carefully constructed checks and balances political 
system leads tho e who hold to traditional concepts to view government 
debt as the most dangerous of all 

Thus it has been with a growing sense of frustration that those with 
these traditional views have watched the public debt—the indebtedness of 
the federal government—climb in postwar years to a level in excess of >300 
billion and the level of total indebtedness public and private pass the >1 
trillion mark And thus it i» that they view with suspicion the modem eco¬ 
nomic theory that holds debt in general to be not only generally harmless 
but even necessary and the public debt as an important government weapon 
for the maintenance of stability 

Often conservatives oppose deficit finance because they associate it 
with high levels of government expenditure which for reasons unrelated to 
debt they oppose It is to be stressed that there is no necessary relation 
between antirecession fiscal policy and high levels of public expenditures 
Indeed the whole bent of current thinking about fiscal policy is to divorce 
stabilization policy from the amount of product taken collectively and vt 
is this current view that leads economists generally to favor major reliance 
on tax rate changes rather than public works projects—even though many of 
the same economists personally believe that current levels of resource-using 
federal expenditures are inadequate for present needs 

In this last section the views of tho<e who oppose defiat finance 
on principle will be reviewed and a look will be taken at economists 
views concerning the important role of debt in the maintenance of stability 

Opposition to Public Indebtedness 

The opposition of the minority of traditionalists who vtew with 
misgivings and even alarm any proposals to reduce taxes or increase govern 
ment expenditures as a means to avoid or combat a decline in economic 
activity seem to center around two major fears 

The first is that too many deasions become centered m the hands of 
public officials When greater reliance is placed upon the deasion miking 
processes of government there is a danger that government officials will not 
be adequately controlled, public officials will acquire too much power 
Decisions mar be made that are contrary to the general interest or arbitrary 
or merely responses to pressures of special interests. 

By this reasoning effective control over government offiaals requires 
that no more can be spent by government units than can be paid for with 
taxes. This way is the only way in which government activity can be kept 
withm proper bounds and that the power of public offiaals can be ade¬ 
quately controlled 

This view has strong histone antecedents Indeed, one of the major 
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steps in the development of modern free political institutions was the ac 
quisition of taxing power by the English Parliament from the monarchy in 
the fourteenth century The power of the purse largely taken away the 
king could no longer be arbitrary or capricious in either fiscal or nonfisca! 
acts Similar!} taxes are today regarded as a check on the power of the 
central government Ambitious programs are limited by the natural reluc 
tance of the people to be taxed more heavily—but if the government need 
no longer tax in order to spend if deficit spending is av ailable as an alterna 
tive this popular check on the power of the government is diminished in 
importance. 

Of course this view has meaning only to those who view modern 
government as oppressive The United States is not ruled by an arbitrary 
monarch but by elected representatives Irresponsible government usually 
means Joss of office for incumbents. The checks important when the executive 
served for life are not as important when the executive serves a four year 
elective term and when other members of his party—also blamed when 
things go wrong—face the voters annually Moreover where early parlia 
ments held the taxing power as a check on an arbitrary executive the U S 
Congress has an even more potent check all federal programs requiring 
money expend tures must first be authorized by Congress and all money 
paid out must be appropnated by Congress regardless of whether budgets 
are balanced or unbalanced 

Those who nonetheless see in deficit finance a hazard of ever 
increasing central government power must weigh this hazard against the 
hazards of the alternatives A powerful central government can be arbitrary 
and unjust Periodic widespread unemployment involves as great a hazard 
if the operation of the private sector of the economy results in the arbitrary 
distribution of unemployment and hardship there is also injustice And it 
might be asked which road to authoritarianism is quicker and surer deficit 
finance with all the safeguards of Constitutional checks and balances 
modern budgetary controls and administrative procedures or widespread 
unemployment aggravated by government action directed at keeping its 
budget balanced 


Fear of Debt 

The second major objection to the reduction of taxes or the increase 
of the amount of product taken collectively is concerned with the fear of 
gtwexssimrdebt parse 

There is a strong sentiment running through the mores of the 
American people that debt is bad and that government debt is the worst 
bnd of debt. The idea is implied when debt is referred to as living off 
the future or when it is said that government defiats saddle the future 
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with the burden of a public debt Debts of business firms are thought to 
be bad enough but at least the) have the saving grace of being for produc 
tive purposes because they are associated with increases m productive 
facilities Sound finance compels a firm to use retained earn ngs or to 
issue new stock except in emergencies and to eliminate debt as rapidl) as 
possible It would be best to avoid debt altogether 

The precepts that should gu de a business firm or an individual are 
sad to apply with greater force to a government unit Government should 
spend onl) as much as it can collect in taxes Allowing the government to 
spend in excess of tax collections is like allowing the king to debase the 
coinage the results are waste extravagance and eventual bankruptcy In 
emergencies such as war there may be no alternative to deficit spending but 
the debts so contracted should be repaid at the earliest possible time An 
individual must pay off his debts and so should the government 

The same people who express fear of debt are most often among 
those who view financial saving as a virtue The s>stematic saving b) the 
accumulation of financial instruments is the mark of a man of character The 
form of one s saving is also important to be useful it should be liquid It 
should be convertible to money without loss of principal so that it is avail 
able in times of emergency Bank accounts are therefore the best type of 
saving provided the bank, is managed conservatively meaning that the assets 
the bank holds are virtuall) nskless Government bonds are also good 
because thej can be cashed or sold Saving through life insurance is good 
because it is s)stematic and you always know what the cash value of your 
policy is If you die before a certain age your beneficiaries will get a fixed 
sum of money and if you live you can have a fixed income in retirement 
In general savings should not be risky because they are likely not to be 
available just when the money is needed 

The conflict in the sentiments expressed above may be seen by taking 
an extreme example Suppose that all people paid cash for everything they 
bought and also saved by holding bank accounts or other riskless financial 
instruments Suppose also that all business firms financed the product they 
hold by retained earnings or by issuing only stock they contract no debts 
and issue no bonds And suppose further that all government units operated 
at a balanced budget or a surplus This situation would not be merely 
difficult it would be impossible' People are saving by holding riskless or 
little risk financial instruments but no such financial instruments are 
issued' As a matter of fact of course the people can save by acquiring risk 
less financial instruments only when such financial instruments are issued 1 If 
it is good for people and business firms to hold government bonds it must 
be good for government units to operate at a deficit so that they issue the 
bonds If it is good for people to hold accounts at banks that limit their 
assets to gov ernment bonds and the promises of business firms and mdivid 
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uals it must be good for bus ness firms government units and individuals 
to have debts If it is good for people to hold accounts St savings and loan 
associations that hold primarily tht promises of house buyers it must be 
good for people to bur houses with mortgage loans If it is good for people 
to hold accounts at life insurance companies that hold bonds of govern 
ment 2 nd busm«s firms and promts** of house buyer* gen em-nent, business 
firms and house buyer* must issue promises. It is not possible to have one 
without the other 

If the people had no desire to save or if th* people want'd to save 
cm!v bv holding stock 10 busmens firms rather than through holding bank 
accounts accounts at saving and loan associations government bonds or 
bonds of burn'ss firms the s tuation would b» different- But the apparent 
fact is that people want to work, but they do not want to take product 
equal to the value of the product thrv create Unless business firms take 
product and issue the kind of financial i-struments the people want or 
unle«s financial instruments are issued when product 1 * taken collectively 
through government units th-re will be unemployment. When product ts 
created hr th' p-ople and not taken bv th-rn and not want'd by business 
firms either th*Te is unsold inv entoiy, bus ness firms tb*tf discharge workers 
and cut back production. 

Debt and the Desire to Saze 

The point is th 2 t the financial practices of gov ernment units business 
firms 2 nd hous- buyers must be cons-stent with the amount and type of 
financial instruments the people want to acquire. In recent years dnnng 
periods of full employment, personal saving has b*en around $30 billion 
annually This saving takes tht form of savings accounts at banks accounts 
at savings and loan associations accounts at life insurance companies pension 
funds and bonds of government units and business firms 2 nd stocks of 
business firms It hzs b-en made possible by the fact that busin«s firms have 
issued bonds and stocks, house buyers hav e contracted mortgage loans 2 nd 
government units hare issued bonds zt a combined rate of approximately 
$30 billion a year In addition, th*- book valu* of the stock of business firms 
held by the people has increased by approximately $10 bib on a year due 
to retained eam.ngs of corporations, thereby adding further to the people’s 

If mortgag' loans had b*m smaller, or if business firms had issued 
fewer stocks 2 nd bonds, or if goveronert defiats had bsmallrr, personal 
saving would have b-en less. Given the propens tv of th' people to save, if 
saving had b*-en less th- people would have taken less product. The propen 
sirr to save in the Am-ncz n economy IS a matter of v cry lorg standing and 
it would appear easi-r to accommoda'c this propensity to save than to 
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change it It 1 $ not at all dear that it would be desirable to change it even 
if that were possible When bus ness investment is high a high propensity 
to save serves a very useful purpose 

The accommodation of the people s apparent present propensity to 
save in the form they are now saving requires an annual increase in total 
indebtedness in the economy of approximately $30 billion If this amount 
of indebtedness is provided by business firms and house buyers there is no 
need for government deficits in fact government deficits along with 
deficits of business firms and bouse buyers could lead to inflation But if 
this amount of new indebtedness is not provided privately either it will be 
provided by government units or there will be unemployment The only 
alternative is a reduction in the people s propensity to save 

The Necessity for Annual Increases m Debt 

This analysis implies that for the economy as a whole indebtedness 
is never reduced it increases annually Individual business firms govern 
ment units and house buyers may reduce their debts but other business 
firms government units and house buyers must increase their debts by a 
greater amount Without an ever increasing indebtedness for the whole 
economy it will be impossible for people to increase their savings in the 
forms to which they have become accustomed 

In some years the increase in debts of business firms and house 
buyers may be greater than the amount people wish to save at full «n 
ptoyment At such times debts of government units may be reduced with 
out a reduction in employment Private debt then becomes in part a 
substitute for public debt but total debt still increases Only if the in 
crease in private debt is greater than the amount people wish to save at 
full employment can the total debt of government be reduced without 
causing unemployment Since 1929 there have been only two years (1946 
and 1947) in which the combined debts of all government units at all levels 
have declined It appears unlikely that the experience of the future will be 
much different. 

The point is not that debt of any kind public or private is neces 
sartly good in itself The point is rather that nskless savings and 
certain types of debt are simply one and the same thing There must be 
both or neither To say that there should be more savings accounts and less 
debt is to expect the impossible Either the propensity to save in the form 
to which the people have become accustomed must be accommodated by 
an ever increasing total debt or the propensity to save must decline The 
only alternative is frustration for some who want to work and a decline in 
the level of economic activity 

It must be emphasized that this does not mean that if the pro- 
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penstty of households to save is to be accommodated it must be by the 
debts of government units So far as households are concerned the debts 
of business firms and house buyers serve the purpose as well as debts of 
government units These private debts also make it poss ble for households 
to hold accounts at banks savings and loan associations insurance com 
panics and other financial intermediaries But as long as bus ness firms 
and house buyers are free to issue or not issue bonds or promises as they 
see fit there is at least the strong possibility that the amount of nevv 
financial instruments they issue will not be the amount of financial saving 
households desire at full employment At such times either government 
units will also issue nevv bonds or there will not be full employment One 
may still ms st that it would be better for households to be frustrated in 
their desire to increase their financial saving than for government units to 
increase their indebtedness Those who so insist must be prepared to accept 
the consequences in a level of economic activity that is substantially less 
than full employment 

It is also to be emphasized that an increase in the debts of govern 
ment units does not necessarily mean an increase in what is usually re 
ferred to as the public debt or the debt of the federal government 
Securities issued by state and local government units sene the same pur 
poses for households as the debts of business firms house buyers and the 
federal government But as a matter of practice it cannot be expected 
that debt increases of state and local government units will act counter to 
the increases in private debt there is a tendency for the debts of state and 
local government units to increase most at the same time as debt in 
creases of business firms and house buyers are greatest 

It is not possible to state a specific amount of annual increase in 
total indebtedness necessary to accommodate the propensity of households 
to save because the propensity to save has not been completely stable 
There have been years such as 1946 19^0 and 19,30 in which the zeal 
of households to get product is so great that a relatively small increase in 
indebtedness was adequate to satisfy the propensity to save In other 
years such as 1949 1953 and 19o8 the propensity to save was apparently 
much greater because the propensity to save at full employment was not 
met by the increase in indebtedness Data suggest that m recent years 
households have wanted to accumulate financial instruments at the rate 
of approximately $30 billion a year when there has been full employment 

You have already seen that a minority opposes anti recession fiscal 
.policy because it fears an excessive!? active economic role for ^ovewunent 
But the role described here for the federal government i$ m an important 
sense a passive one The people decide how much they want to save at a 
full-employment level of economic activity Businesses state and local 
government and the rest of the world through decisions reflecting or 
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dinarv economic motives unrelated to the desire for stability determine 
how great their issue ot new financial instruments will be Given these 
deasions it is up to the federal gov emment to make up the difference— 
to add to the creation ot f nancial instruments with defiats when it is other 
wt«e insuSaent and to reduce \t through surplus when it i> exeess-we. 

The discus ion of this chapter and the contemporary debates over 
fi-cal polio are ample evidence that this task is more easily set forth in 
words than accomplished 



17 

THE FINANCIAL SYSTEM 
AND THE LEVEL OF 
ECONOMIC ACTIVITY 


Discussion of A- prob’em of recessions and depressions always brings up 
the subject of the financial structure of the economy It is not hard to 
see why One lesson rsen the most casual student cannot hare failed to 
grasp from the past fire chapters is that there is a very dosr relationship 
between the subject of finance and the problem of economic instability In 
fact, it has already been said that the whole issue of full employment and 
prosperity as against cyclical unemployment and recession hang* on the 
d-liC2tr financial relationship between the people, as ultimate holders of 
financial instruments foT the economy and the other three sectors—govern 
inert, business, and the rest of the world—as ultimate issuers of financial 
instruments. 

The nature of this financial relationship and the problems asso¬ 
ciated with it that lead to instability hare already b*-en discussed. This 
chapter then, does not deal with "the financial aspect" of the problem of 
instability It cannot—for the whole problem is basically financial in 
nature. 

The fact that the prob 1 cm of cyclical instability is fundamentally a 
financial cmr means that the financial system—the man made complex of 
legal and institutional arrangements for the creation, issue, S2le, holding 
and resale of financial instruments—is extremely important. The sig 
mfieznee of file financial system is indicated by two outstanding facts 

J It is possible for a financial *Tstem to contain basic faults and 
westresses such that a decline in the let el cf econom_c actmrv especially 
a severe one, can result in a financial collapse, or "panic,” which itself 
can reinforce th* decline in production and employment. 


532 
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were failing Today »n the absence of these weaknesses many regard the 
interest rate as a strategic factor tn fighting recession or depression 

This chapter mil he divided into three parts The first part deals 
with financial panic—what it was whj it came about and how it re 
inforced am decline in the level of econom c activity The second reviews 
the important changes in the financial svstem that today make financial 
panic extremely unhkelj The third part examines the use of financial 
policv as a means of combatting recessions and depressions 


/ FIN A A CIAL PANIC 

Few people under thirty five have ever experienced what is known 
as financial pan c but the image of these crises of confidence in and 
liquidity of the financial svstem sometimes culminating in virtual collapse 
of the system remans in bold outline in the minds of mam whose only 
knowledge of them is second hand So closely associated in the pre-1940 
period were depress on and financial panic that few regarded them as 
distinct and separate events It is worths of note that before the 1930» a 
decline in the level of economic activitv was more commonlv referred to 
as a panic than as a depression or recess on ’ Thus American his 
tonans make reference for instance to the Panic of 1873 the Panic of 
1893 and the Panic of 1907 

In general financial panics were crises in which a set of factors 
would act together to destroy the value of financial instruments They 
involved the genera! loss of public confidence in financial instruments 
especially in depost accounts at financial intermediaries then an effort 
on the part of the people to get sound monev such as gold or currency 
in exchange for other instruments—a situat on known as illiquidity of the 
financial system—a collapse of the values of the financial instruments 
held frequently because of the bankruptcy of the institutions that issued 
them 

Less analytically but perhaps more descriptively a financial pane 
involved great lines of people forming at the doors of financial inter 
med anes demand ng currency because they believed their deposit accounts 
would soon be worth nothing but whose verv demands for currency 
frequently assured that their accounts would in fact become worthless 
These bank runs were frequently associated w th forced payment of bank 
loans resulting m collapse of nonfinanc al bus nesses with bank failures 
and with a loss of principal and perhaps virtual ru n for the people hold 
mg deposit accounts 

Holders of orig nal restricted financial instruments—-stocks bonds 
and the 1 ke as opposed to accounts with intermediaries—would also fear 
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far the value of their seam ties and would rush to sell them before tfiev 
became valueless Of course a rush to sell on the part of many holders 
onlv succeeded in driving the prices of these instruments down. The 
psvchologv of crisis was one ot self fulfilling propheaes the fact that 
people thought that securities would lose their value meant that thev 
would lose their value the fact that thev expected banks to fa 1 meant that 
banks d d tail die tact that lenders expected that borrowers could not 
repav leading diem to demand immediate payment, frequently meant 
that the borrowers could not repay 

The Ca ises of Fame 

It holders of finanaal instruments had had confidence in the 
integrity of their holdings they would have been happv to have kept them 
The initial step in the development of finanaal panic was ordinarily a 
general loss of confidence in finanaal holdings especially in bank depos ts 
To see why this loss of confidence appeared and what ts effects were let 
us examine the ordinary path of development of finanaal panic in the 
pre—1933 American finanaal svstexn 

F nr t must be understood that a localized financial panic could 
appear with no general decline n the level of economic activity One main 
reason was that the American banking structure was extremely atomized 
in contrast to the concentrated banking systems of Europe and Canada 
Branch banking rap dlv growing todav (in the states in which it is 
permitted) was much [ess known tn the America of the 1920s and 
virtually unknown before World War I Todav there are approximately 
13 000 separate commeraal banks—not blurches but separate banking 
firms In 1915 there were over 25000 and in I92 j over 27000 AI 
though there were many large banks in a banking system so fragmented 
the s mall local banks predominated Small banks are much more vulnerable 
to failure than large banks since small, local banks tend to hold less diversi 
tied assets and are much marc tied to the fortunes of the community they 
se-ve than are banks with branches in manv communities specializing 
economically in manv different types of products 

Some areas were overbanked because it was far too easy to star" 
up a rew banJLng institution. The existence of too many banks tn a com. 
munitv would mean that at least one and perhaps all of the banks would 
be too weak to withstand losses arising out of assets going sour" because 
of a busiress falum bv a borrower or s milar cause regardless of whether 
tie failure was assoaat-d widi a depression lloreover before the banking 
reforms of the I9j0s bank assets were frequently poorlv chosen of ea 
highly illiquid sometimes highly speculative. Again the small, unit (no 
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branch) banks were at the greatest disadvantage, since they had (and have) 
the most difficult) attracting good management, whose job it is to select 
assets 


The Loss of Confidence 

The repeated demonstrations of weakness on the part of the 
banking sjstem would lead deposit account owners, on first hearing of a 
decline in production and employment, to hurry to the banks to exchange 
their accounts for something in which the) had more confidence—currency 
or specie (gold coins) 

Sometimes the first inkling the depositors would have of a new 
depression and panic would be an unexpected announcement that a local 
bank had alread) suspended operations The unlucky depositors at such an 
institution would never have their chance to make a “run on the bank,” 
Such a failure would certainly induce depositors at other institutions to 
hurry to dose their accounts 

Assume, however, that all the banks are still solvent when the run 
begins Losses if any have resulted in reductions in the value of net worth, 
so that the banks assets still exceed their liabilities in value While in 
many cases the banks held "bad assets,” assume also that when the run 
begins all their assets are still ‘good,” in the sense that the borrowers are 
able to make the regular interest payments, and are able to repay the 
loans when they fall due Now depositors demand to close their accounts 
What do they ask for’ 

In panics of the past, depositors would often demand—and were en 
titled to—speae Gold coins, unlike today’s “token coins,” were "full 
bodied' , for instance, a $10 gold piece was made of $10 worth of gold 
Gold money then, seemed "tounde r” than currency 1 The next best thing 
to hold was currency, because its value was not expected to be wiped out 
bv the panic 

If depositors should demand specie, they simply could not all be 
satisfied The amount of monetary gold in the economy was limited, and 
just could not be expanded merely because the people wanted gold 

In principle, it should have been easier to provide paper currency 
than specie After all, there was no physical limit to the amount of currency 
in the system If the people wanted more currency instead of checking ac- 

* Moreover, one method of fighting a depression before TV orid War II war 
to try to increase net proiuci ta'ten 'ey Ine rest ok toe wor'iii "by increasing the price 
of gold an action that would increase the price Americans had to pay for foreign 
currency and hence for foreign product, and reduce the price foreigners had to pay 
for C S dollars and hence for American product. If you bad thought the government 
was going to “devalue the dollar in this manner, you would have wanted to hold 
gold If you coutd have bought a certain amount of gold one week for $10 009 and 
sold it the next for $15,000 you would have made a handsome profit. 
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counts ot siTOg accounts could rot more currency simply be printed up 
ard distributed* L nfortunatelv it was not that simple The bants were 
hard pressed to give enough currency or gold to their depositors. Let us 
see why 


Illiquidity of the Banking System 

The fundamental problem with the banking svs ern and indeed 
with the fnancial system can be described in one word illiquidity It 
the people were to be able to get curto'cv o specie on demand m excharge 
for their a counts the banks had to have some wav ot gercr-s currency 
or specie in exch«rge for their a_set> with little or no lo^s in value Banks 
could do *o in moderate amounts But when moderate amounts would 
to* - do and especially when the entire banking svst-m was in desperate 
reed ot currercy or specie it was urpo« b’e tor the banks to get any 
where rear enough The accounts issued by the banks were transferable— 
they could leave the bark any time but the bark s assets were, by and 
large rot transferable but frozen 

When the people demard currency in excharge for their accounts 
the barks mus* give it to them In fact the mchniol expression tor 3 
checkirg accourt is a demand depo< L Commercial banks as today held 
o"ly a «mall fraction of their assets in the form of currency A greater part 
was held in the fo*m of reserve accounts and the greatest part in the form 
of p*om ses of yanous types 

With a panic already begun whe'e could the cnmmeraal banks get 
currercy in o'der to satisfy the unexpected demands* 

Could they «ell some of their premises—government bO"ds for 
instance, or corporate bonds «r h gh-qualitr private rotes* Such might 
have beer a good policy except that there were ro buyers The banking 
svs'rm as a whole could g*t currency from wich transactions only it people 
ard busmes-es want'd to give up currercy to get pronu~es to hold But 
in times ot pane the people ard busires'es wanted to g-t currercy 

Pe h’ps the government or the Federal Reserve could bail out 
the barks bv taking over some of their assets ard giving them currency 
n exchange But rather the government nor the Federal Reserve be! eved 
they had the responsibility or the powe* to do so 

Perhaps nbe barks could demand Kumtdiaf payment on vane of 
their loans This they were forced to do with consequerces tha* will be 
noted r-o-'entarilv The barks could also as row, give up reserve accounts 
to the Federal Reserve ir exJiarg- for currercy ard this they did do too 
Bj* redueng the amount of reserve accounts m ctd" to get cur 
rerev meant tha* (with u-char^-d required reserve ranos) the banks 
would be fo-ced to reduce that <±*dnrg account liabilities by some 
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multiple and this could be done only by disposing of more assets So the 
apparent solution to the problem—giving up resenes in exchange for 
currency—actually compounded the problem by forcing the bants to 
dispose of more assets, and this meant attempting once again, to sell 
promises demand payment on loans refuse renewal of loans that were 
coming due and so on 

The more the bants were forced to dispose of assets the more 
individuals and businesses who were indebted to the bants were forced 
into bankruptcy A business that possibl) could ha\e weathered the 
storm of the depression and eventually made good on its obligations 
would be forced into immediate liquidation by demand for immediate 
repayment of a loan House mortgages which were ordinarily not monthly 
payment loans as they are today but instead single payment five and ten 
year loans were highly illiquid as were loans made to business firms for 
productive facilities While the borrowers in these cases might have been 
fundamentally sound demand for payment would usually lead to foTC 
closure rather than repayment And banks had great amounts of such 
illiquid assets 

Some of the assets held by bants then that would bale been 
valuable over the long run, were valueless in the short run A bank that 
was sound’ in the sense that assets exceeded liabilities by a substantial 
amount could quickly become bankrupt if it tried to collect on some of its 
assets Bank runs that often began with the failure of an isolated few 
weak commercial banks would often culminate with the failure of many 
stronger ones Between the financial crash of late 1929 and the banking 
reforms of 1933 9000 commercial banks failed in the United States 

Cumulatne Effects 

Note the cumulative effects of the development of financial panic 
as explained thus far 

Panics began with a loss of confidence in financial instruments 
especially deposit accounts If the holders of these accounts had had 
faith in them and had not demanded currency or speae chances are ex 
cellent that in most cases they would not have sustained losses It was 
their demands for currency and speae that tended to make their accounts 
worthless 

\W ’vzrhy Vrtkh hearts 'Rtit srt least in ine 'song run 
The crises were crises of liquidity not (at first) of solvency But the 
banks’ assets like the deposit accounts owned bv the people and businesses 
were good only so long as immediate payment was not demanded In most 
cases it was the demand for immediate payment and not the fundamental 
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ecoromic <t«n«th or weakness of the borrower that made the assets 
lo-e their talue. 

Wth business borrowers forced into liquidation production de¬ 
clined Dll turther and more men were forced out of work With many 
peoples financial assets seriously depleted or altogether wiped out many 
found their abilitv to buy simiihcantly reduced and product taking de¬ 
clined <till further Some people tmng to weather the depression bv 
li\in<» otr their farm or off vegetables grown in back cards, found their 
farms or homes taken through foreclosure In a hundred wavs the col 
lap-e ot the financial system reinforced the effects of the decline in eco- 
nom c actintv and made anr depression more se\ere 

Federal Rc<er e Policy Before 1933 

Financial panics developed then from four major faults in the 
pre-1933 financial system its atomistic structure with too many small 
weak and or mismanaged banks a heritage of mistrust in deposit accounts, 
so that it took little to shake popular confidence and lead to pan c the 
existence of a gold specie monetary system in which the has c legal 
tender unit could not be increased or dtmin shed m supply a, the public 
need dictated and perhaps most fundamentally the extreme illiquidity 
of the banking system comb ned with the ease with which depositors were 
supposed to be able to demand currency or specie in exchange for their 
accounts. Perhaps a fifth factor should be added the role of gosemment. 
Official attitudes usually looked on reform proposals, or suggestions for 
emergency action as designs for tinkering with the soundness of 
money In the 1929-1933 period of the Great Depression for instance the 
theory dominatin'* gosemment attitudes was that both depress on and 
pane were psychological rather than fundamental in nature that they 
reflected lost confidence in the economy and that such policies as ending 
the gold standard eas ng credit through Federal Rescrse expan onal 
acDons, or goi eminent acquisition of mortgages to present foreclosure by 
illiquid banks Ayould further destroy confidence In February of 1933 
ju't as the depression was reaching its lowest depths and but days after 
the failure of the First National Bank of Detroit had forced the do me 
of all Michigan s banks President Horner could stall warn President 
ita vV.Vl yt -strata twmn girtfty il there coulA 

be prompt assurance [from Roosevelt] that there will be no tampering 
or inflation of the currency Similar attitudes were officially ex 

pressed by Republican and Democratic officials a! ke in most of the 
depres. on» pnor to that ot the thirties. 

The Federal Reserve system was established in 1914 in belief 
that the panics of the past had to be curbed and in particular ui response 
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to the severe financial panic of 1907 Between its founding and the fi 
nancial reforms of 1933, the Federal Reserve was required to deal with 
two panics that of 1920-1921 and that of 1929-1933 Both panics were 
associated with severe depressions, and the second one resulted in the 
most complete collapse of the financial system ever experienced m the 
United States It would seem, at first glance at any rate, that the Federal 
Reserve could have done a good deal to mitigate the effects of both panics 
It has already been noted that heavy demands for currency reduce 
the reserve accounts of the commercial banks, thus forcing a multiple 
contraction of the money supply and forcing commercial banks to dispose 
of assets by selling or demanding payment for currency This would seem 
to call for the Federal Reserve to lower reserve requirements, in order 
to prevent the multiple contraction of the money supply and of credit, to 
buy government bonds on the open market, in order to provide more re 
serves to the banks, and to lower discount rates in order to encourage 
the borrowing of reserves from the Federal Reserve banks What was the 
record of the Federal Reserve banks during these two depressions 7 

It should first be made clear that the Federal Reserve sjstem before 
1933 was not the Federal Reserve system of todaj Its powers were 
severely limited For one thing, under the gold standard the Federal 
Reserve was required to own a certain amount of gold to ' back” its issue 
of currency In 1920-1921 and again in 1933, it was forced to avoid 
expansional monetary policy because its own "reserves"—gold—were so 
low In the second place, it had very limited power to lend reserves to the 
commercial banks, government bonds, for instance, were not eligible as 
collateral Finally it had no power at all to change reserve requirements, 
which were determined by Congress 

Even so, the Federal Reserve was not really thought of as an in 
stitution whose main responsibility was the promotion of economic 
stability This was especially true in 1920—1921, but it was to a large 
extent also true in the Great Depression ten ) ears later The greater con 
cern apparently was with the “soundness” of money—a notion related 
to the mysterious properties of gold 

The Federal Reserve also lacked the power it now has to control 
margin requirements on stock market purchases In response to the specula 
tive excesses of 1928-1929, it attempted to reduce the amount of credit 
used for speculative purposes by general contraction of the money supply 
At the onset of the financial panic of 1929, the Federal Reserve 
began buying government bonds on the open market to provide commercial 
banks with additional reserves, and most of the Federal Reserve banks 
rapidly reduced their discount rates These policies of expansion came to a 
halt, however, in late 1931, when disturbingly large numbers of com 
mercial banks began to fail Contractional policies replaced expansional 
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ones The Federal Reserve banks followed a policy the opposite of what 
would seem rational Why would they contract the money supply when 
ommemal banks began to fail 1 

It seems bkeiv that the policy while it had something to do with 
the Federal Reserves loss at gold at the same time was primarily directed 
at maintaining the soundness of raanev m order to restore public con 
tidence in the banks This peculiar reasoning was in line with the official 
attitude mentioned earlier that the fundamental problem of depression 
and panic was one of public confidence Even so it gnored the fact that 
t was primarily the banks and nor money that had lost the confidence 
it the public 

The record shows little contribution on the part ot the Federal 
Reserve to the restoration of ether confidence or liquidity n the financial 
system and probably much that strengthened the forces ot financial col 
lapse 

There were other weaknesses in the financial system There was 
no system of deposit nsurance There was no institution banking or 
otherwise that would purchase the good but illiquid assets held hr banks— 
assets such as mortgage loans—so that the banks could maintain their 
operations and mee” their depositors demands for currency And there 
was no adequate system within the Federal Reserve, the federal govern 
menr or stare governments for inspection of bank assets to assure their 
quality 

II REFORM OF THE FIbA\CIAL 
STRICTURE 

Changes in the economic and financial policy of the government 
and or the Federal Reserve banks since the crisis of 1933 have greatly 
reduced the likelihood of a rcurmce or the kind of financial panic 
that gripped the nation in every depression before TV orid War II The 
first act of the new administration taking power in March 1933 was 
to orde* - the clos ng of all commercial banks Supervisory agencies inspected 
the dosed banks dividing them into dire-* groups the first group number 
mg in the thousands was declared hope'ess and neve' reopened the 
second group close to insolvency opened with support from government 
ag-nces to be discussed late - the third greup clearly sound banks were 
reopened without qualification. These actions which let the public know 
in which banks they could plac- thew fust restored public confidence m 
the reopened banks Aftc* - March L933 the public began redepositmg air 
renc7 reopemrg dosed accounts Where 9000 banks dosed in the years 
I9a0-l°33 from 1940 to the present there have been virtually none 
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forced to close their doors Financial panic has completely ceased to be 
an ordinary part of a decline in the level of economic actnitj 

With the peoples confidence in banks temporarily restored the mj 
was clear for actions that would alter the financial sjstem either tempo 
ranlj or permanently to provide for security of deposit accounts and 
liquidity for the system Action was taken on each of the four major 
faults in the financial system—its weak atomistic structure the lack of 
public confidence the illiquidity of the system and the inflexibility of a 
gold specie monetary system 


The Specie System 

The United States went off the gold specie system in 1933 and has 
never returned The new administration established a new monetary 
svstem in which gold is used for international transactions but not for 
domestic ones People could no longer demand gold for their accounts 
Under the present system the amount of legal tender —paper and token 
coin currency—is determined by the amount people yvant to hold 

The Banking Structure 

The United States still has by and large, a highly atomistic 
banking structure with many small independent banks rather than a 
few extremely large ones But a number of important changes were made 
to reduce the banks v ulnerability to panic 

For one thing many states have eased the restrictions on branch 
banking thus creating stronger banking systems More easing of these 
restrictions appears likely Since the widespread bank failure of the 1920s 
and 1930s were in part attributable to the fact that many areas had too 
many banks state and federal authorities have exercised considerably 
more caution in granting charters to new banks and in authorizing existing 
banks to establish new branches More adequate inspection of commercial 
bank assets is now made by regulatory officials on both a state and federal 
level 


Illiquidity of the System 

The most fundamental changes have been those that have increased 
the ease with which banks can dispose of their assets in order to get addi 
tional reserves or currency 

In the crisis of 1929-1933 temporary financial institutions were 
used to provide liquidity These were government corporations whose 
major function came to be to take over bank asets some good and some 
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bad and give the banks money Thr Reconstruction Finance Corporation 
(PFC) had bem established in 1929 to maicr temporary loans to bobtrr 
especially distressed industries particularly railroads It came however 
to be u*ed primarily to make loars to commercial banks or to buy their 
preferred stock when their capital strcfc had been wiped out by as~ets 
losses Two other temporary organizations the Home Owners Loan 
Corporation and the Federal Farm Mortgage Corporation were or 
gam zed by the federal government to buy the mortgages of home buyers 
and farmers from lending institutions m order to accomplish two things 
flj tr give liqu d tv to the assets of the [ending institutions taking from 
them some of their most illiqud assets which might be almost worthless 
in the short run and giving them cash and (2) to rase the pressures on 
the borrowers many of whn*e loars were in default and many of whn*e 
properties would otherwise have been sold in foreclosure procerd ngs 

The g e were ad hie institutions which rn longer exist. But their 
creation refected a fundamental change in attitude and gave thr Lmted 
States the knowledge and experience to create similar organizations in 
emergency situations 

Major changes have been made in the Federal Reserve Act, sub 
stanDaily increasing the powers of the Federal Reserve to act to provide 
needed liquidity m a time of economic decline Federal Reserve banks 
formerly could not lend reserves to a bank except on the basis of a highly 
restncted kind of collateral they may now lend against any collateral 
they derm acceptable They have been given the power to lower reserve 
requirements And they now have the power to set margin requirements 
on security purcha-es allowing them to discourage whit they believe to 
be excessive speculation on the stock exchange without at the same timr 
reducing the liquidity of the entire financial system 

With the reforms, thr people can demand currency from their 
hanks and get it, and the banks can in turn cnunt on the Federal Reserve to 
provide as much currency as reeded 

Public Confidence 

All thr preceding changes, of course increased the confidence of thr 
public m the banking syst-m But a more fundamental change in the 
direction of increasing public confidence was thr establishment of a pro¬ 
gram of deposit insurance in commercial banks mutual savings banks and 
mutual savings and loan associations 

Two new firanaal irsntutioas, the Federal Deposit Insurance Cor 
poration (FDIC—for crmmeraal and savings banks) and the Federal 
Savings and Loan Insurance Corporation (FSLIC) were established to 
provide insurance up to $5000 (now $10 000) on accounts at these msntu- 
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tions As might be expected the existence of deposit insurance has helped to 
assure that it is not needed since deposit insurance has enhanced the pub 
lie’s confidence in their accounts it has made less hkelj the bank runs which 
in the past were parti} responsible for the bank failures 

Probabh as important as any of these changes in the financial 
system is the changed public attitude toward changes in the level of 
economic activitv Few regard a severe depression as possible today, it 
is accepted that the federal government has responsibilm for acting to 
present or put an end to recessions before they succeed in materially 
affecting the assets held by lending institutions 


III FINANCIAL POLICY 

Reflecting upon his experiences dunng the depression and financial 
collapse of 1929-1933 Herbert Hooier once described the banking sjstem 
as die weakest link in the entire economic system. It is now one of the 
strongest. 

The reforms made in the financial si stem and especially in the 
banking system since the bank closings of 1933 ha\e today made it 
reasonable to think about employing financial policy to combat changes 
in the Jeiel of economic activity And the changes »n the attitudes of 
public officials the financial community, and the general public, whereby 
social respons bilitj is today general]} accepted for problems once left 
entirely to the individual for solution has created an environment con 
duave to antirecession financial policy 

Actually financial policy has come into its own only fairly recently 
After the New Deal reforms, there lingered a good deal of suspicion of 
the banking community including the Federal Reserve. Until about 1938 
New Deal efforts to raise the level of economic acuvm consisted primarily 
nor of the use of finannal or fiscal policy but of attempts to make institu 
tional changes in the economy* Dunng World War II stabilization ob¬ 
jectives assumed a secondary pnonty, and financial policy was not era 
ployed After World War II financial policy was directed at the single 
objectn e of maintaining a policy of constantly low interest rates for 
reasons to be noted in a later chapter It was not until 1931 when this 
policy was abandoned, that financial policy became available as an and 
recession took 


* Beside the banting reforms these changes included the establishment of 
iuA bodies as the Securities and Exchange Commission, the National Industrial 
Recovery Administration, the National Labor Relations Board, and others. Some of 
e changes, such as the banting refonas, aye viewed sympathetically with the 
rabbshed by die National Re 
’ red with ranch less 
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However as you will see it is one thing to say that financial policy 
is available as an antirecession tool it is another to say that it worts 


How Financial Policy Is Supposed to IFork 

Financial policy is defined as efforts on the part of central au 
thonties to induce the creation of more financial instruments (or in other 
circumstances to restrain their creation) by altering the terms on which 
financial transactions take place mam!> by altering interest rates 3 The 
major responsibility for exercise of financial policy lies with the Federal 
Reserve which alters interest rates bv altering the size of the money sup¬ 
ply this branch of financial policy is called monetary policy because of 
its association with the money system 4 

In Chapter 11 you saw that the Federal Reserve through open 
market buying and selling of government promises can determine the 
amount of reserves available to commercial banks and that this power, 
together with the Federal Reserves power to determine required reserve 
ratios determines the size of the money supply You also saw that the size 
of the money supply is an important determinant of the effective rates of 
interest applying on financial transactions When the Federal Reserve 
buys government promises in the open market thereby providing the banks 
with more reserves and when the Federal Reserve lowers reserve require¬ 
ments the money supply increases and these same transactions lower 
existing interest rates Transactions that reduce the money supply (or hold 
it constant in a growing economy) also raise interest rates 

In a recession the Federal Reserve exercises these powers in an 
expansional direction thereby lowering interest rates The presumption is 
that lower interest rates will induce increases in borrowing mainly by 
business firms for investment purposes but also by house buyers (whose 
purchases, you will recall, are also officially counted as investment), and 
by state and local governments It was once believed but is not now widely 
accepted that the lower interest rates—by affecting the benefits of saving— 
would also induce the people to save less and hence to take more product 

8 Othtr terras that caa be influenced by financial policy include for hous 
bold loans ibe sues of down payments and of monthly payments, and for business 
loans the amount and quality of collateral the size of the checking account balance 
maintained by the borrower and other more technical requirements. 

4 il is not possible for this text to go into most of the other less important 
branches of financial policy such as these The Treasury Department of the 
federal government believes that it can influence the structure of interest rates as 
between short term intermediate term and long term interest rates by altering the 
maturity structure of the public debt through “debt management' , Congress the 
Federal Housing Administration, and the \cterans Administration, through their 
mortgage insurance and guarantee programs can influence the interest rates and 
other borrowing terms affectiog real estate loans and the Small Business Admims 
tranoo, the Commodity Credit Corporation, and other government lenders affect the 
availability of Credit to others. 
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The major effect is believed to be upon investment. If a business 
firm is contemplating an mveitroent project that, it is believed will yield 
a 6 percent return, it will b* unlikely to mate the investment so long as 
irterest rat's exceed 6 percent A reduction in interest rat's to 5 percent 
ti le*s would encourage th s inv estmcnL 


Reasons for Lack of If liesfrcad Faith in Financial Policy 

However roost economist* believe that the antirecess on effects of 
financial policy are either extremely si ght or nX' 

To see why this is so let us examine the rootn es and borrowing 
practices of each of the major borrowing groups m tht; United States ex 
cept for the federal goremment whose decision to borrow reflects current 
fiscal policy 

consume* spending. It seems to be true from historical expen 
ence that consumer borrowing to purchase automobiles, appliances and 
the file, is unrelated to interest rates. Most consuls'rs, m fact, seem 
unaware of the true interest rate ther are papng vn i/atalhn'ist pspsent 
loans. Hence financial police of the sort that relies on changes in interest 
rates does not seem to affect the people, other as savers or as buyers, at alL 
Rather than b_smg their borrowing deasions on interest rates, 
consumers are apparently most influenced by the size of th' down payment, 
and th' size of the monthly payment. With any given down payment and 
monthly payment, a nse in th- interest rate will lengthen the repayment 
period for example from twenty four morths to thirty months. Such a 
lengthening of the repayment period s'ems to have little if any effect on 
con*Bm*T borrowing 

Th- most success in controlling the amount of consumer borrowing 
ha* b*en adneved with direct financial controls. Under th' so-called 
Regulation W last in effect during the Korean confiict, the Board of 
Governors of the Federal Reserve could set minimum down payment and 
maximum marnntr (repayment period) requirements th' manipulation 
cf which could significantly affect consumer spending 

house EryiNG. On the other hand th- amount of rend-ntral 
construction seems to be materially affected by th' interest rate, because 
interest is a fzirly large percentage of the cost of building or buying a 
house. However when peoples incomes dedin' and tl lc outlook becomes 
more dim, as is the case in a recession, they are les* likely to enter into 
n'w agreements to purchase bouses. 

municipal government Many municipal government* are pro¬ 
hibited by their own laws from selLng new bonds wh'n interest rates 


7<ja wjn * t ia Ciajrtrr IS there ii much more Wjieepr 
from ssirersal, dial financial policy can be (‘'tout agai 


id fcel e£, al 
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exceed a certain level for example 3 percent The importance of such 
restrictions is that new bond issues such as school bonds which have been 
approved by the voters may not take effect immediately after the vote 
Authorities may have to wait until interest rates are lower before the bonds 
are actually issued Hence it has been widely accepted that school districts 
and other municipal government units borrow more and spend more 
when interest rates are low than when they are high 

However the evidence is not entirely clear Recent research has 
suggested that many municipalities when thev are prevented from issuing 
bonds by high prevailing interest rates will instead issue short term notes 
(whose interest rates are not covered by the law) and go ahead with con 
Struction immediately The short term notes ate reissued again and again 
until interest rates fall enough for the bonds to be issued This practice if 
it is widespread would mean that changes in interest rates have little if 
any effect on the issue of financial instruments by municipal governments 
business investment If monetary policy is to have any really 
significant counterrecession effects it must haie some effect upon business 
investment whatever may be the reaction of other borrowers And the 
assumptions lying behind interest rate policy imply that investment will be 
affected Yet statistical researchers have generally been unable to find 
consistent significant relationships between the level of investment and the 
rate of interest This does not mean that such a relationship does not exist 
so many things are happening at the same time when the investment level 
changes that it is extremely difficult to isolate causes and effects But 
it is widely doubted on theoretical as well as statistical grounds that there 
is a significant effect 

The probable effects would depend to some extent on the nature of 
the investment If the business is pondering an expans on of inventory for 
instance interest rates would be expected to have little effect Changes in 
the interest rate make relatively little difference m the total cost of a 
short term investment The decision to expand inventories is much more 
likely to be shaped by the existing market for product (not a very attrac 
five market during a recession) than by interest rates 

If the business is pondering an expansion of long lived productive 
facilities its decision w ill depend on long term factors such as expected 
future market, international trading changes population growth and the 
like rather than on temporary market factors Changes in interest rates 
may affect the timing of such long term investment when interest rates are 
high and increase it when interest rates ate low But research indicates 
that interest rates are not too important in the investment decision of 
large corporations which do most of the investing fot two reasons (1) 
over two thirds of the investment done today by corporations is financed 
‘internally,’ that is using retained earnings and depreciation and de 
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cisions on the use of ‘ internal funds” do not seem to be related to the 
interest rate and (2) since the rapid rate of technological progress makes 
the danger of obsolescence of equipment a real one, many firms have a 
policy of investing only where they can foresee a new facility paying for 
itself in three to five years, the high rate of return on such investments 
(20 percent to 33% percent) makes interest rate changes between 4 per 
cent and 5 percent or 5 percent and 6 percent almost irrelevant 

This last point suggests the major weakness of financial policy 
Most critics of this type of policy believe that interest rate changes, if large 
enough could certainly influence the level of economic activity But the 
actual range of interest rates over the American business cycle is fairly 
small The prime rate, the low interest rate offered by commercial banks 
to their largest and most important borrowers, varies only between about 
3 percent and 5 percent* The real issue is whether investment is sensitive 
to interest rate changes over this narrow range The consensus seems to be 
that it is not 


Financial Policy and Fiscal Policy 

While basic reliance in combating cyclical unemployment and 
recession must be placed on fiscal policy, financial policy is always em 
ployed in a complementary role The two types of policies have similar 
objectives and (if both are successful) similar results 

Both types of policy attempt to fill the gap between the amount 
the people want to save at full employment levels of economic activity and 
the amount of financial instruments actually issued When the government 
employs fiscal policy, it fills this gap by creating new financial instruments 
The solution is a direct one there is not enough creation of new financial 
instruments so the government has a deficit budget and issues new 
promises 

The objective of financial policy is to fill this gap by inducing 
borrowers other than the federal government, primarily businesses to 
create new financial instruments The solution is an indirect one the 
Federal Reserve does not create new financial instruments but tries to 
induce others to do so 

Both types of policy have one important feature in common They 

6 There are a number of reasons for this small range One major one is that 
interest rates besides affecting borrowing decisions also happen to affect bow much 
income is received by owners of financial instruments mainly people in upper 
income groups The high interest rates necessary in some periods would raise com 
plaints about the income redistribution involved reduction in other periods would 
be accompanied by similar pressures from other groups, Another reason lies in Ihe 
fact that interest rate changes also mean changes in (he market values of bonds 
and certain other financial instruments, wide changes in interest rates can mean 
intolerably large capital gams and losses for security owners 
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are both broad general impersonal wavs of influencing the level of 
economic activity No central choice is made about what additional prod 
uct will be taken or who will take more product no one decides which 
borrowers will borrow more or for what purpose The decisions of 
spenders are influenced but the spenders may not even relate their de 
ctsions to anv official policy This type of broad impersonal policy as you 
will see in Chapter 19 stands in direct contrast with direct controls 
such as production quotas pnce controls rationing and the consumer 
cred t controls already mentioned 

If most economists agree that financial pohcv makes a small con 
tnbution if any to raising the level of economic activity during a reces¬ 
sion why do we bother* Why have financial policy at all* 

Expanstonal financial policy during a recession it should be re¬ 
called is necessary to provide sufficient liquidity in the financial system to 
avoid the possibility of financial panic regardless of what the interest rate 
effects may be thought to be Moreover many who beleve that financial 
policy does not influence the level of economic activity do believe that it 
creates conditions necessary if other forces are to bring about full recovery 
“You can lead a horse to water but you can’t make him dnnk” but he 
can’t dnnk if you don't lead him to water 

And finally, the Federal Reserve must somehow determine what 
is the appropnate reserve requirement and vrhat is the appropnate amount 
of reserves for the commercial banks to own It does not make these 
decisions by drawing numbers from hats or by rolling dice, it must make 
them in accordance with what it believes will be most beneficial for the 
economy as a whole, even though the benefits may be indeed smalL 
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THE LEVEL OF PRICES 


Instability for the economy can appear, as you have seen because while 
the people maj uant to sax e an amount different from the amount of 
savings actuallj created, they cannot do so And the) respond to such a 
situation b) taking a different amount of product than they otherwise 
would haxe taken Recession and cyclical unemployment appear xxhen the 
people cannot obtain as much saxings as they xxant, and react b\ taking 
less product Recox cry from recession comes about xxhen the people are 
provided more saxings than they want (than they xxant that is at the 
recession level of economic activit}), and react by taking more product- 
An excess of desired savings over actual creation of financial instru¬ 
ments then has a general contractional effect on the economy And an 
excess of actual creation of financial instruments over desired savings has 
an expansional effect With full employment a contractional effect is 
considered bad, it means recession With recession conditions an expan 
sional effect is considered good, it means recover) But what about an 
expansional effect when there is alread) full employment’ What happens 
when the people together with the other three sectors try to take more 
product than the economy can produce under ordinary conditions’ 

Recovery from a recession comes about when the four sectors try 
to take more product than is curTcntl) being produced Because they do 
so sellers 1 inventories are depleted supplies run short and orders are 
unfulfilled Production groups respond b) rchinng laid-off workers re 
opening shutdown facilities increasing the work week and so on thus 
raising the level of economic activity But when the people together with 
the other three sectors try to take more product than is currently being 
produced, and no more in fact can be produced (without institutional 
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changes such as might take place during wartime), production groups 
cannot respond by expanding production Instead they raise prices 

Administrators of production groups need not raise prices out of 
greediness or opportunism It is not just a matter of charging what the 
traffic will bear ” When a single firm finds it cannot increase production 
with its existing manpower and facilities but there is an abundance of 
orders and potential sales they ordinarily try to expand their production 
To do so they try to hire more workers for one thing With no ready 
‘pool" of unemployed workers upon which to draw they must hire 
workers away from other jobs, and to do so often requires offering to pay 
them more They must compete for a supply of raw materials and ingredi 
ents and for capital goods all products that already have willing buyers, 
and they together with other production groups bid up the prices of these 
materials Even firms not trying to expand will have to pay more for 
services and ingredients 

Moreover it is a basic principle of economics that expansion of 
production will begin with the use of the most efficient and best adapted 
resources and then proceed to the less efficient and less well adapted You 
build your first factory in the best spot for a factory of its kind, you cannot 
build the second factory on the same site, and hence (chances are) it will 
be less efficient Another way of stating the same rule is to say that 
resources whose use is unprofitable at low prices may be profitable at high 
prices Iron ore miners will not find it profitable to go after the less rich 
and/or less accessible veins unless the price of ore rises The very act of 
expanding production is likely to result in higher costs for each unit of 
product This is why, even during recovery from recession or depression, 
there is typically some slight increase in prices even when resources are 
still less than fully employed 

This chapter is concerned with the subject of the price level, and 
what forces might bring changes in it In the economy of the sixties such 
a discussion must emphasize ‘ inflation," the general increase of prices, 
rather than "deflation,” the general reduction of them While recessions 
have not disappeared as problems facing the postwar economy, and while 
the questions of chronic unemployment and a lagging growth rate have 
become important in recent jears, the overriding concern of postwar 
a df? rc K atc economics seems to have been inflation The "cost of living" has 
been the center of attention of the economist, the public servant, and the 
man in the street 

There is a widespread consensus that inflation is bad Yet there is 
a good deal of misunderstanding about exactly what inflation is how it is 
measured, and what its effects are The first section of this chapter, then, 
will take a close look at the concept of inflation, and will examine the 
recent history of the price level 
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There is, moreover, no substantial agreement on why inflation is 
bad There are certainly some important disadvantages of inflation, which 
objective and informed people can agree upon But many oppose inflation 
for reasons based on misunderstanding of what it is and what its effects 
are Section II, then will ask the question, "Why the concern 

Finally in section III, a more detailed examination will be made 
of what explanation can be given for increases in the price level You have 
already seen in this chapter that increases in the price level can result from 
an excess of actual savings created over savings desired by the people at a 
full employment level of economic activity In section III, you will see, 
however that not all inflation results from overcrcation of financial mstru 
ments relative to the full employment propensity to save—that there are 
several kinds of inflation each one with a different set of implications 

Chapter 19 will take up the problems of what can be done about 
inflation through government and Federal Reserve action 


I INFLATION CONCEPT AND 
MEASUREMENT 

Inflation seems like a fairly simple matter prices rise It is in fact 
not nearly so simple 

A decline in the level of economic activity is a highly concrete 
phenomenon Men are unemployed, factories are closed, and less product 
is created and taken By contrast inflation is an abstract concept It deals 
with aierage changes in prices The fact that the prices of some products 
are rising while the vast majority are not, does not mean that there is 
inflation If the price of food or of housing or of appliances increases, other 
prices may be declining 

In fact (and this is important), changes in the structure of prices 
—some increasing, others declining, others remaining unchanged—are to 
be expected at almost any time If such changes did not occur there would 
be real reason for concern, for these changes reflect a continuing process 
of changes in technology, in tjpes of products and in the preferences of 
buyers Some prices should rise at any given time Inflation exists only 
when there is a general increase in prices But how general is “general" 7 
Must all prices increase, or merely a majority of prices 7 

The Meaning of Inflation 

Most people accept as a definition of inflation that the prices of 
product are increasing on the average This means that there could be a 
rise in the average level of prices even if only a few products increased in 
price, if the products were important enough, or if they increased in price 
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by a sufficiently large amount. An increase in the price of shoe polish or 
colored pencils would not be as important as an increase in the price of 
milfc or automobiles To determine whether there is in fact an increase m 
the average level of prices it would be necessary to take account of the 
price at which every single buying transaction took place (or accomplish 
the same thing by statistical sampling) 

It was once popular to regard inflation as a decline in the pur 
chasing power of the dollar Today however it is properlv realized that 
changes in the value of a dollar depend on what you bui and that as prices 
change at different rates the purchasing power of the dollar changes in 
varying wavs for different persons or businesses Hence while inflation may 
be in general defined as an increase in the average level of all prices no 
one tries to measure the price level Studies are made of the changes in 
prices of particular sets of products such as consumer product wholesale 
product or new construction 

The Conceptual Problem 

There is one fundamental conceptual or logical problem involved 
in the definition of inflation a problem that (you will see) disturbs those 
who try to measure pnee level changes It is not however fundamentally 
a measurement problem, but a more basic difficulty in the definition or 
meaning of inflation 

If one year you took account of the prices at which everything (or 
everything within some category) was purchased and the quantities pur 
chased and if the next year exactly the same quantities were purchased 
you could measure the average change in the price level But m practice 
you will find that exactly the same products would never be purchased 
two years in a row You would find that buyers would purchase more of 
some products in the second year than in the first and less of others You 
might find that some products would like the proverbial buggy whip have 
disappeared entirely and that others like television in the postwar years 
would have begun to appear for the first time A large percentage of 
products like automobiles appliances processed food and the like would 
still be there being purchased in perhaps roughly the same quantities but 
changed qualitatively through model changes new materials or new 
design 

The basic question is this How tan you talk about an increase tn 
prices of a set of products that is changing quahtatn ely * 

The problem posed here is much more fundamental than the tech 
meal one of determining (for instance) how much of an automobile price 
increase between two years reflects an improved model, and how much an 
actual pnee increase which ought to be reflected in a price level measure 
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difficult as the problem is Price lei el companions between years are 
stncdr correct only when the underlying economy—the products bought 
the quantities in which they are purchased and even the uses to which they 
are put—remain the same between the years being compared 

An illustration should mate this clear Suppose you more from a 
small New Hampshire tillage to Los Angeles and after you hate settled 
some of four old New England fnends ash vou whether things cost 
more in southern California, kou probable would have to answer that the 
things vou bought were so different that you could not really make a 
comparison kou could of course check around to find out how much it 
would cost you m Los Angeles to bur the same products vou had pur 
chased in New Hampshire but this result ttould not answer their ques 
tion similarly vou could tty to determine how much it would have cost 
vou back in New England to buy the same products now purchased in Los 
Angeles but this result too would not be useful Perhaps vou could 
satisfy your fnends cunos ty bv a\ eraging the two figures but vou would 
be aware that the companson problem is not at heart a computational one 
but a more fundamental issue of how meaningful it is to speak of pnce 
level compansons between the two aties 

On the other hand if your move to Los \ngeles had been from 
San Diego you probably would not have been troubled by the ph losophical 
or logical problems involved and would have proceeded d rectir to get an 
answer to the question even though the same problems would have been 
there to a much lesser degree, kou would have held—if challenged on the 
point—that your life in Los Angeles approximated doselr enough your 
life in San Diego that pnce level comparisons could be made without 
question Ev en so if your computat ons told you that prices of things you 
bought vv ere 1 percent or 2 percent h gher or lower in Los \ngeles than 
in San Diego your conclusion would probably have been that there is no 
s gnificant d fference between the two cit es 

The illustration has two important lessons for the usefulness of 
pnce level compansons between tears 

3 Price lev el comparisons are most accurate or most v alid between 
two succeeding years such as 1932 or 1933 as the time between the two 
years grows the compansons become less useful and less meaningful Just 
as pnce comparisons between San Diego and Los Angeles are meaningful 
while those betw een a N tw Hampshire v llage and Los Angeles probablt 
sreMXt so pjjt? rnte/iaxLsrvos JS52 JfbJ szzmesrtatgfal wAvAe 

those between 1933 and 1933 probably are not. 

2 However extremely small measured pnce level increases be 
tween two succeeding years or even months must be suspect Newspaper 
readers are used to front page headlines announcing cost of living reaches 
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all time high", the accompanying storr which usually tells theta that the 
Consumer’s Price Index has increased bv one tenth of 1 percent, should 
make them skeptical as to whether anything meaningful has happened 
at all 

Measuring the Price Lnel—the Consumers' Price Index 

As was noted, no real attempt is made to measure the price level, 
m recognition of the fact that prices of different products change at differ 
ent rates and even in different directions, so that pnee level changes affect 
different buyers and sellers in different wavs To die individual perhaps 
the most meaningful way of d eh rung price level changes would be to take 
account of the changes in prices ot the products be or his household buvs 
If vou took the trouble to compute your or. n price level you could tell 
whether you were better off (vout income has increased more than the 
prices of products you buy) worse off (your income has increased less 
than prices of things you buy), or in about the same position a» before If 
you are a person who spends a lot on electricity loves to chew gum and 
eat lots of chicken, your own "price level” would 'how a relatively small 
increase over the past few years If you were instead a meticulous person 
who went to the barbershop once a week, required a lot of medical care, 
and ate beefsteak, your price level would have risen considerably 

Most people, of course, will not take the trouble to make such com 
putations (and if they did, they would be faced with the same conceptual 
and measurement problems as the professional statisticians) Even if the 
people did make their own computations, no guide would be provided 
thereby for public policy, some sort of average price level computation 
would have to be made anyway These computations take the form of a 
“price index.” 

An "index" is a way of presenting percentage changes A certain 
year or period of sev eral years is established as a ‘ base,” and the average 
for the period is called 100 (that is 100 percent) If in the next year, the 
average increases by 20 percent, the index will be 120 Another increase 
of 20 percent in the next year would raise the index to 144 (20 percent 
of 120 is 24) An index does not show hcrw 1 high” or ‘ low” prices are, it 
shows by what percentage they have charged sirce the base year or period 

The best known of the gov emmentally computed price level indices 
is the “Consumers’ Price Index” (CPI), often called the cost-of living 
index, whose current base is the average of the years 1957-1939 

In computing the CPI, the Bureau of Labor Statistics (BLS) 
follows roughly the same procedure that an individual might follow in 
constructing his own, personal price index—except that the averages do 
not apply to any particular household, but instead to a hypothetical kind 
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of average household The products bought by this hypothetical house 
hold are the typical products bought—as determ ned by period c studies— 
by cit) wage earner and clerical worker famil es that is by families 
1 ving in the city not the country receiving an average income neither 
verv low nor verj h gh and having middle class tastes in hous ng food 
automobiles and appliances 

Because the hjpothetical family is an average one it behaves in 
a manner that Mould be odd for a real family It owns part of an air con 
dit oner and part of a food freezer (because some people do and some 
people do not huj these appliances) it bujs part of a car each jear (be 
cause real people do not buj them every jear) and it bujs very habitually 
(because the stud es of what people buy are taken only period cally not 
cont nuously) so that if beef went up to $5 00 a pound and eggs went 
down to 10 cents a dozen it would keep on buying beef and eggs in the 
same proport ons as before These are not criticisms of the BLS methods 
which are the most sophisticated and accurate available They merely 
serve to illustrate a few principles concerning the computation of the CPI 

The BLS verj clearly states some of the limitat ons m us ng the 
CPI It is not an index of the price level—it cannot show what happens 
to prices general!) nor at the other extreme can it be used by any s ngle 
family to show what has happened to the prices of consumers goods 
weighted by the proportions in which middle-class urban families buy 
these goods 

Yet the CPI is a very useful index Regardless of }our buying 
habits or whether )ou are nch or poor or urban or rural if the CPI shows 
a significant increase in the pr ce level it is doubtful that )ou can escape 
the effects of that increase since it is probable that }ou buy clothing food 
medical care fuel and other standard products counted Moreover while 
the CPI does not measure changes in the price level it is hard to think 
of many products whether producers goods or consumers goods 
whose price changes could fa I to affect the CPI eventually 

The CPI in Detail 

The BLS publ shes monthly figures for the CPI There are also 
separate monthly ind ces publ shed for e ght household expense categories 
food housing apparel transportat on medical care personal care read ng 
and recreation and other goods and serv ces The movements of the CPI 
between 1929 and 1963 (with 1929 as base period) are shown m Figure 
18 1 along with the changes in four of the major categories 

It is clear from a glance at F gure 18 1 that the different categories 
change at different rates of increase or decrease The fact that the food 
category shows the h ghest index for 1963 (189 7) and that the rent cate 
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Consumer Price Index 1929—1963 
(1929= 100) 
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gory has the lowest (124 9) does not mean m an) sense that the price of 
food is ‘ higher” than the price of housing Food and housing are not the 
same product and to say that one had a * higher” price than the other 
would be nonsensical 'What is meant is that between 1929 and 1963, food 
prices rose the most, and rent the least But that statement applies only to 
the period 1929-1963 An examination of Figure 18 1 will reveal that, 
since World War II, medical costs have risen the most apparel the least, 
and food and rent have risen an amount almost exactly equal to the average 
of all items Using 1946 (rather than 1929) as base year, the indices for 
1963 are all items 1569, food, 1566, rent, 1540, apparel, 133 3, and 
medical 192 1 Medical care costs continue to rise the fastest today 

Other important price indices prepared by government agencies in¬ 
clude the index of prices paid bj farmers used in preparing the parity 
ratio the index of wholesale prices (also broken down into groups of 
commodities) which is watched closely because it is more sensitive to 
change than retail prices which are included in the Consumers’ Price 
Index and the 1 price deflators" (also broken into groups) which are 
computed by the Office of Business Economics in preparation of national 
income and product statistics, so that adjustment can be made as explained 
in Chapter 6 to show these statistics in * constant dollar" terms 

Some More Problems 

There are some important problems faang statisticians who try to 
follow the movements of price levels Most of them center around the 
conceptual problem mentioned earlier—that an attempt must be made to 
measure price level changes of a set of products changing in composition 
and quality 

There is to begin with a problem in trying to define a product, 
and in determining its price How would you determine the price of 
‘automobiles”* What is the representative automobile* How would jou 
determine the real price, when the true market value of trade ins is taken 
into account* 

It is even more difficult to determine the changes in automobile 
prices because it is difficult if not almost impossible to separate the changes 
in price per se from the different prices attached to qualitatively different 
products If some line of automobiles is introduced with a two inch longer 
wheelbase than the year before with twenty cubic inches of displacement 
added and ten more horsepower, and the price is $300 higher than last 
years model how much has the pnce really increased, and how much of 
the $300 are you paying just to get more product* How can jou sa) what 
the increase in automobile pnce has been since 1941, with such a different 
car today* 
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Some concern you will see is based on misunderstanding, but there 
are also valid reasons for calling inflation harmful, both on the basis of 
equity and on an analysis of possible economic consequences of rapidly 
rising prices 


Concern Based on Misunderstanding 

I inflation ROES us all " The crudest hind of misunderstanding 
is to assume that because the prices of most products have risen, everyone 
can buy less than before Do not forget that in the aggregate and for any 
individual it is services that are traded for product Since World War II, 
despite regular price increases for most products, the amount of services 
that you would have to provide to get any product has gone consistently 
down An hour of labor time buys more and more every year 

II inflation takes away my cains ” There is a fallacy, easily 
fallen into of assuming that your own pay increases are based solely on 
merit and quality of work, and not on the same inflation that reduces the 
value of the dollar The increase in prices “robs” you of most of your 

well earned” raise It is hard for people to accept that their own pay 
increase may be part of the same phenomenon that brought price level 
increases One newspaper once ran an editorial trying to show how much 
the average man could buy with the wage increases earned since 1939, if 
there hid been no inflation to reduce the value of that wage increase 1 

In the aggregate, a large part of the pay increases of the past twenty 
years was well earned indeed, reflecting as it did increases in productivity, 
but it was this “well earned” part that was not “stolen away” by inflation, 
and which accounted for the fact that rates of pay trebled while prices 
were only doubling 

III “inflation mas made mb poor " Not only docs the puce level 
change but prices of individual products change, and at different rates and 
in opposite directions Such changes in price structure are important in an 
unplanned market economy such as in the United States, because they 
reflect real and significant underlying economic changes such as teeb 
nology seasonal changes, and changes in buyers’ needs and wants Price 
structure changes would occur (and we would want them to occur) even 
in the absence of inflation But when these changes occur at the same time 
the price lei el is changing it is easy to confuse the effects of the two 

For instance if the egg farmer finds that prices of consumer prod¬ 
uct have risen by about 25 percent over the past dozen years, while the 
price of eggs has fallen by about 25 percent, he may feel that inflation has 
done him an injustice He may not stop to think that egg prices would 
have fallen, relative to other prices, even in the absence of inflation (and 
probably would have fallen more) And, as a matter of fact, despite the 
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lower egg prices he may be better off than he was in 1949 The main 
reason egg prices are lower is that more eggs can be produced for am given 
investment m facilities and labor The pnce reduction represents an lm 
provement in productivitv rather than a decline in pay 

Most relative changes of pnces reflect changes in prcduLtivitv or 
changes in the importance of different types of product rather than the 
effects of inflation But since different changes in pnce for different prod 
ucts may represent (or as in the case of the egg farmer, seem to represent) 
different changes in rates of pay and since thev frequently take place at 
the same time as government indices are recording increases in the general 
pnce level it is inflation which is most often blamed 

Even if all pnces were to increase at precisely the same rates how 
ever, inflation would be accompanied by different rates of change of rates 
of pav because of productivity changes 

Over the past dozen years or so the level of consumer prices has 
risen bv about 25 percent, while rates of pay on the average have risen bv 
just under 40 percent Anyone whose rate of pay has risen bv less than 
40 percent has found his share of total product declining, and those whose 
rates of pay have risen more than the average have found their shares 
increasing Moreover, anyone whose rate of pay has risen by less than 25 
percent the rate of pnce increase, can actually take less product than he 
could a dozen years ago, his level of living has not only not kept pace with 
the average it has declined Anyone whose rate of pay has increased by 
more than 25 percent while his share may have declined, is nevertheless 
better off in absolute terms than he was before 

There are in fact examples of each case Garment workers, textile 
workers, and retail clerks seem to have expenenced little improvement in 
levels of living over the years since 1949, and m some cases, even have to 
take less product than they did then Steelworkers, automobile workers, and 
construction workers have expenenced increases in rates of pay in excess of 
the 40 percent average, not only have their levels of living improved (as 
has almost everyone’s), but they have improved more than the average 
There are of course many others whose pay increases have followed a path 
more closely approximating the average 

It is important to note once again, however, that differential 
changes in rates of pay would occur even in the absence of changes in the 
general jsnee level and., by and lar^e- are mot esplarord bp mflaLno Buf iry 
to tell a garment worker, whose pay has risen little if at all in the past ten 
Tears, and who finds that she must pay higher and higher prices for most 
of the items in her budget that she has not been "robbed by inflation ” 

That people generally mav tend to blame inflation for their de¬ 
clining economic positions is an example of the often-observed tendency of 
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human beings to try to find simple, single causes for hardships that they 
do not understand In the absence of inflation, the blame might, as it has 
in the past be put on ‘Eastern banters” on "cheap foreign labor,” on 
taxes” or on any one of a number of catchword causes 

Runaaay Inflation 

Increases in the price level raise in the minds of some the specter 
of hvpennflation' or “runaway inflation,” such as occurred in Germany 
between the two world wars, or in the Confederacy during the Civil War 
In the German runaway inflation, for instance, the price level is estimated 
to have gone up by a factor of one trillion (1,000,000 000,000) between 
the beginning of World War I and 1924 and in the latter stages of the 
inflation prices and wages were increased daily, with workers trying to 
spend their pay as quickly as possible before it became worthless 

Runaway inflation is a rare phenomenon, and should not be ex 
pected to develop out of even rapid wartime inflation It is a signal not 
so much of purely economic difficulties as of social disintegration and the 
inability of a government to govern It ordinarily is a reflection of the 
political disintegration brought about by a destructive war, and is more 
common among defeated than victorious powers In the absence of some 
cataclysmic upheaval it cannot occur in the United States 

Some Ulterior Motn.es 

Whether concern with inflation arises from misunderstanding or 
from real causes it can make many people feel that some injustice has 
been done them, and these tensions and feelings of inequity are themselves 
a major real reason to be concerned with pnee level increases If conflict 
and the sense of injustice arc to be eradicated, it is necessary not only to 
attempt to limit price increases through policy, but also to stamp out illu 
sory images of the effects and sources of price changes 

No service is done, then by those who spread half truths and out 
right falsehoods in campaigning against inflation No Tcadrr of newspapers 
or magazines can have escaped the many public service” advertisements 
editorials, and even news stones describing the sources of and evils of 
inflation These messages often contain one or the other or both of the 
following assertions (1) government spending causes inflation, stop in 
flation by reducing government expenditures, or (2), union power causes 
inflation, stop inflation by weakening or destroying unions' 

Possible sources of inflation will be discussed later in the chapter 

• Some argue against * government spending and deficit budgets in particular 
as inflationary even during recessions This argument was discussed in Chapter I< 
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but here a few points mav be noted Inflation mil in fact be the result of 
too much spending but it is impossible to determine whose spending was 
excessive and whose was proper just as it is impossible to determine 
whether it was the first or the last drop of water that caused the cup to 
overflow There is good reason to believe that those who present this 
argument are often more concerned with reducing the level of government 
expenditures for various reasons of their own than with the price level 
Inflation may also be associated with excessive wage increases that is 
wage increases in excess of increases in productive of labor but not all 
union members can be accused of getting inflationary w age increases as 
the experience of barbers waitresses garment workers leather workers 
and other will indicate nor can union members alone be accused of getting 
excessive wage increases, for high wage industries are also ordinarily 
high salary industries There is good reason for believing that manv of 
those who argue for weaker unions on the grounds of opposing inflation 
are really more concerned with un on power than with the price level 

This is not to saj that it is impossible to justify arguments against 
government activities or union power Nor is to say that actions of either 
government or unions cannot initiate price level increases But as will be 
di cussed later so can a number of possible actions by others Those who 
blame government or union actions for price level increases run the risk 
like the boy who cried wolf of being ignored when they are right 
because they are so often wrong 

An extreme example of antiinflation messages was an advertisement 
quoted in part below published early in 1960 bj America s Independent 
Electric Light and Power Companies 

A Good Place to Start to Stop INFLATION 
What family today isn t directly affected by one or more of the classic 
symptoms of inflation—the rising prices the shrinking dollar the 
pinch on income pensions and savings’ 

Out lawmakers are squeezed between pleas for more federal spending 
and the responsibility of presenting the bill to the taxpayers And as al 
ways proposals to rut federal spending meet resistance although cut 
ting spending is a direct way to block inflationary trends 
One example of nonessential spending is the outlay of tax money that 
goes to enlarge federal governments venture into the electric pov er 
business 

More government spending is quite unnecessary to the nations power 
supply The hundreds of independent electric companies and their mil 
lions of investors are able and ready to fill the grot ing demand for 
electricity and ui tkout tapping the taxpayers 

There may be valid reasons for opposing the spread of public power 
projects but the argument that public power is inflationary is not among 
them It is hard to see why a dollar spent by a public authority on hydro- 
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electric dam projects or on 'team generators should be inflationary while 
a dollar 'pent on the same type of expansion br private business firms 
should not be Both fallaaous arguments of this advertisement that every 
one is harmed by inflation and that gov eminent spending is necessarilr 
inflationary while pm ate spending is not, axe widely bdieved by those 
with no axes to grind such people make easy prey for the sponsors ot such 
public services messages whose motives were it not for the widespread 
contusion they both foment and exploit, would be transparently clear 

J ahd Concern ozcr tic Price Lczcl 

The fact that some misunderstand and others exploit the phenome¬ 
non called inflation docs not mean that there are no valid reasons for 
concern If even through misunderstanding inflation creates a widespread 
sense of injustice done that sense of injustice itself is ample grounds for 
concern. There is reason to be troubled by both the real and the apparent 
effects of changes in the price level if both contribute to anxiety and 
dissatisfaction and become sources of conflict among the people. 

Of the real effects pvmg n«e to conflict and a sen«e of injustice the 
most important are that inflation moves at an uneven and unpredictable 
rate and that it does involve some real redistribution or income and 
wealth 

1 c neven rates or increase. If pnee increases occurred at a 
constant rate oi er time people could rate account of them in negotiating 
contracts (including contracts to work) or in making plans tor the future. 
But Figure IS 1 shows that the pnee level moves in an erratic fashion The 
fact that there is uncertainty over what the pnee level will be at any given 
future date means that in a sense any future commitment involving a 
specific number of dollars and cents becomes something of a gamble. 

in any gamble there are winners and losers. If someone agrees 
to pay you some time in the future (you may have lent him money or 
si^ed a long term contract) and prices rise more than he and you had 
anticipated he will be the winner and you the loser for the dollars you 
are paid will have less value (m terms of product) than was anticipated 
when the contract was signed and presumably the dollars will be easier 
for him to come by Of course had prices nsen less than he and you had 
anticipated or even declined (for there are winners and losers in deflation 
too) tou will be the winner and he the loser In e ther case the loser may 
fed he has been robbed of something to which he was entitled and inflation 
may be seen as the culprit. 

Even if the gains and losses attributable to inflation are rnsignmcant 
or even ml people may be annoyed by the necessity of having to gamble. 
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when all they want to do is sign a wort contract, borrow or lend money, 
or make a sale or purchase involving future delivery of the goods 

If price lev el increases make gambling and speculation an ordinary 
part of all economic activity and offer their own rewards which are as 
great as or superior to rewards from providing productive labor and 
ownership services, then energies are diverted away from more useful 
pursuits 

Economist Fritz MacMup has written. 

One of the greatest economies of price level stability would consist m 
the redirection of effort from purely speculative activities and risk 
reducing hedging policies to actions designed to increase the pro¬ 
ductivity of resources * 

I! REDISTRIBUTION OF real income Because inflation (or deflation) 
occurs at an unpredictable rate it is not ordinarily taken account of in 
contracts to provide services and products In the gamble that ensues it 
is not hard to identifv winners and losers The following account is based 
on the assumption that the price level increases, for deflation the effects 
would be just the opposite 

The biggest losers are those whose incomes are fixed in dollar 
terms or who hold fixed dollar value financial instruments, such as money, 
savings accounts and bonds This category includes most small savers, 
pensioners, and other people in relatively weak economic positions, but 
besides the often mentioned 'widows and orphans,” it includes very nch 
bondholders and other absentee owners” and "rentiers ' 3 

Other losers include those whose pay, while not fixed permanently, 
nonetheless is not quickly adjusted upward as the price level nses This 
group includes many pensioners, such as those on social security, whose 
benefits are periodical!) increased b) legislative action to take account of 
price level changes (Those in private pension programs do not, of course, 
have their benefits so increased ) Others whose pay lags include many, 
probably most, wage earners, especially government employees such as school 
teachers and pnvate sector employees in relatively weak economic positions 
such as nurses farm workers, retail clerks, and such general categories as 
women and Negroes While there may be special hardships in some cate¬ 
gories recent research has shown that wage earners as a whole lag behind 
the rest of the economy less than had been belies ed, and that such redis- 

2 Stitemeoti in IS Coogress Joint Economic Committee Employment, 
Growth airJ Ft tee Let els If tarings. Part 9A (W asbington, DC Government 
Printing Office ISSS), pp ZSZJf 

» It n often said that “creditors’ as a group are losers ia inflation. This 
would seem to imply that bints imurar.ee companies and other financial inter 
mediaries at prominent lenders are among the roa/or Joien Ear these mttitueions, 
which do in fact bold filed dollar value ctaims also issue fiied dollar value claima 
as accounts and themselves have “hedged their bets" fairly well against inflation. 
It is the holders of the accounts—the ultimate “creditors"—who are the real losers, 
not the intermediaries. 
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tributive effects are slight Recall, however, that during price level changes, 
it is easj to mingle the redistributive effects actuallj due to inflation with 
those resulting from more basic economic changes such as technological 
improv ements 

Standing between the winners and lowers are some—probably a 
majority perhaps a large one—whose paj and/or financial wealth in 
creases in dollar value at rough]) the same rate as the price level rises. 
Want wage and salary earners are in a position to insist on beeping up 
with the game In fact, some labor management contracts include a clause 
providing for increases or decreases in wages as the CPI rises and falls 
Contrary to the widespread belief that when there is inflation 
ever)bod) loses ” as a matter of fact (unless there is a decline in economic 
activit)) where there are losers there must be winners, and their winnings 
must equal the losers' losses But the winners' positions are often somewhat 
concealed 

Not concealed, however, are the gains made by those in strategic 
positions in the econom), who demand greater shares of total product, and 
whose demands sometimes actual!) initiate the price level increases While 
these strategicall) placed persons include members of strong unions, the) 
also include owners of net worth in strategicall) placed companies (often 
the same ones where strong unions operate), whose administrators have 
raised prices b) more than the average, and have raised their own salaries 
while the) were at it A popular example, though not an isolated one, is 
the steel industr), whose wage, price, profit and salar) figures have shown 
redistribution in the favor of workers, administrators, and owners of net 
worth during periods of inflation 

A concealed and often unaware winner in inflation znaj be the 
taxpayer When government pensions and salaries of public servants de¬ 
cline in real value as the price level rises, it is the taxpajer (whose taxes 
would have had to have been increased in order for these payments to have 
kept pace with the price level) w ho benefits 

The biggest winners, however, are the owners of net worth, par 
ticulaily of corporations As the product they sell rises in value and as 
their assets rise in value during a period of inflation, their obligations to 
wage earners and especiall) to their creditors do not Hence net worth rises 
in value Since corporations often do not increase their dmdends when 
such profits appear, the profits take the form of “capital gains,” and are 
hence not so obvious as the losses taken by savers and pensioners 

Some people might regard these redistributive effects with favor 
After all, say some, why should an) more be paid to ‘ absentee owners” of 
bonds, mortgages and the like, than just enough to make sure that such 
instruments will be held They argue that a d)nam!c, growing economy 
requires that there be some who are willing to take risks, and that the 
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Inflation and Other Economic Problems 

In assessing the reasons for concern about inflation, note must be 
taken of the possibility that increases in the price level may be associated, 
either as cause or as effect with other and perhaps more fundamental 
economic problems 

I effects on economic activity It has already been seen that 
one hardship imposed by a rising or falling price level is that the uncer¬ 
tainty about the future created by such instability of prices makes ordinary 
economic transactions become speculative It is often argued, and probably 
with some truth, that the uncertainty created by random price changes 
may in fact discourage economic activity, because it increases the risk of 
loss, and that hence inflation may bring about a decline in the level of 
economic activity, or retard the economy's rate of growth Note that this 
argument would hold for either inflation or deflation 

But it also seems reasonable to expect that rising price levels may 
have the opposite effect of quickening the pace of economic activity. De 
dining prices may be expected to induce people and business firms to 
postpone purchases, because future price* are expected to be lower, and 
rising prices may be expected to stimulate more immediate purchases, be¬ 
cause buyers want to avoid paying even higher prices in the future Pro¬ 
ducers are probably more willing to expand facilities when there is a 
ready market, as there so often is in inflationary periods 

It is probably impossible to test which of these effects is more 
powerful, because so many different factors are acting at the same time 
to influence the level of economic activity that it would be impossible to 
isolate the effect had by the rate of change of prices It may be noted, 
however, that throughout the twentieth century periods of prosperity in 
America have been been accompanied by either gradually or fairly rapidly 
nsmg prices, and that, generally speaking, reductions in the general level 
of prices have not occurred except during recessions and depressions 

Finally, it has been argued that even if a rising price level stunu 
lates economic activity, inflation is bad because the stimulus is “artificial” 
and the high level of economic activity thereby created is unsustainable 
By this line of reasoning, an increase in the price level must be prevented 
to avoid a recession There is no consensus among economists or anyone 
else, as will be seen again in Chapter 20, on the relationship among price 
stability, the level of economic activity, and the rate of economic growth 

II international trade problems Inflation has given some coun- 
tnes difficulty in their international trading relationships When the 
domestic price level rises faster than the price levels of other countries, 
that country’s own people and businesses will be encouraged to buy more 
from abroad, while foreigners will be discouraged from buying that coun 
try’s exports The result may be a "chronic balance of payments problem,” 
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Microeconomic reasons'; not covered m this volume is necessary ior an 
analysis of structural unemployment and specific depressions.’ 

‘Molar!v overo ca non of financial instruments relative to the rull 
emplovmert propens tv to save does not account for all increases in die 
price level The tvpe of inflation explained bv this aralvs s is not however 
called cyclical inflation because irflation is not thought to be an ordroarv 
part of the business cede, nor are there obvious evdrs of price level 
movements. Instead it is usuallr called demand inflation the express on 
derives from die theorv that this tvpe of inflation occurs when burers try 
to buy or demand more product than can b- created under existin'; irsti 
tutional conditions. There is too much demand whenever the amount of 
financial instruments actuallv created exceeds the full-emplovment desires 
of the people to acquire financial instruments. 5 

There are, however oth*r explanations for inflation same of wh di 
will be discuss-d later Here let it just be no*ed that for demand inflation 
to enst, there must first be full emplovmcnt and capaatv production If 
the price level nses but there is substantial ot even fairiv h gh unemplov 
ment and excess industrial capaatv the rise m the price level cannot be 
attributed to excess demand Of the pnee level increases shown in 
Figure 18 1 onlv those of the Wodd "War II penod (1941—1043) when 
the CPI rose from 62 9 to 76 9 an increase of about 20 percent) and the 
penod immediately following (194>-l9tS when the CPI rose from 
76 9 to 101 8 an increase of almost 23 percent) together with a bnef 
penod at the outset of the Korean conflict (the 19>0 CPI read 102 8., and 
in 19H had men to 111 0 an 8 percent increase m a single year) can 
with some justification be attributed to pre roca tion of financial instruments 
relative to the propensity to save and too much spend ng ’ 

Hozi Demand Inflation is IrUiaSed 

The association of demand inflation with war suggests someth ng 
about how it is initiated. 

Like cvdical unemployment and recession demand inflation can 
arise out of decisions on the part of any one of the four sectors to take more 
product. If businesses take more product they will create more new fin an 
aal instruments. If government takes more product, without changing 
tax receipts (or reduces taxes without cutting back on the amount of prod 
uct taken) government defiats will be increased or surpluses reduced 
and hence more finanaal instruments will be created. If the rest nf the 
world takes more net product more financial instruments will be issued 

° In economies ‘‘demand" does not mean hove much product buvers e.as? if 
it did demand would alwavs be "crass ve since evervoDe apparentlv always 
wants more Instead it refers to how much buyers will but or try to buv under 
specified conditions—such as full employment. 
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to Americans If any of these happen at full employment when the amount 
of financial instruments created already satisfies the peoples propensity 
to save the price level will rise It will also nse if the people decide to 
take more product and hence decide that thev do not want as much savings 
as they have been acquiring 

But for the L mted States the rest ot the world sector is probably 
too small to account tor significant price level increases and the people are 
ord nanlv too consistent m their buying habits to account for a pace level 
increase Besdes the peoples abtlitv to try to spend more and to initiate 
demand inflation is restrained by the same built m stabilizers that help 
preyent seyere depression Moreover in peacetime government activ ity 
rarely (in the modem world) accounts for initiation of inflation On the 
contrary in recent years federal government expenditures have risen pro 
portionately less than total product has rtsen while the full-emplovmenr 
yields of existing tax rates have risen proportionately more than total 
product because of the progressive feature ot the income tax 

Hence in peacetime demand inflation is ordinarily associated with 
yikswms uv «westEMRl—va attempts hx W> ness to acepivte w/ite productive 
facilities and inventories If investment docs appear with major technologi 
cal breakthroughs and dnes up after each major breakthrough has been 
fully exploited the periods of boom are often associated wtth pnee level 
increases while the periods of drvtng up arc associated with decline in 
the level of economic activity The instances of investment boom in 
{boon however are rare and nonexistent in recent years 

Vi artime however is another storv Then all four sectors can 
contribute to price level increases Foreign sources of supply of many im 
portant products are cut off but buyers still attempt to buy as much as 
before even though domestic sources usually are inadequate At the outset 
of war buyers in the private sector—meaning business and the people— 
often trv to stock up on product they think will b*cotne scarce Attempts 
to hoard product that had been scarce during \\ orld War II account for 
much of the sudden pnee level spurt at the beginning of the Korean 
conflict. 

But the mam contributor to wartime inflation is of course govern 
ment Not only does government attempt to buy cons derably more product 
than m peacetime but it typically does not raise taxes by as much as ex 
penditures Even though there is capacity production during wartime 
governments typically employ defiat budgets—precisely the opposite of 
accepted antiinflation policy During World War ll for instance the 
publ c debt increased bv about ^00 billion The tvp cal policy of wartime 
defiats is not necessarily unsound The reasons for it are d scussed in the 
next chapter It ts mentioned here only to indicate one of the major reasons 
that wartime is typically inflation time. 
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“Too Much Income" 

In Chapter 12 jou saw that ‘ not enough income” and ‘‘not enough 
monej were commonly offered but incorrect explanations for cyclical 
unemployment Similarly demand inflation is often explained by various 
people as the result of too much income * or "too much money ” The idea 
that inflation can result from "too much income” is patently false There 
is alwajs the same amount of income created as product created, there 
cannot be more than enough income to buy all the product created, just 
as there cannot be insufficient income to buy all the product created 

The idea that there can be “too much money,” and that excessive 
money creation is the major cause of inflation, is far more widely held, 
and requires more extended examination 

“Too Much Money" 

There are a number of reasons why people commonly look to the 
size of the money supply for an explanation of increases in the pnee level 
Some of these explanations have a degree of truth tn them 

1 History In the past price levels have increased when major gold 
discoveries have increased the supply of money, or when irresponsible 
rulers have debased the coin of the realm” and paid for additional ex 
penditures by coining more money It is not hard to see why the pnee 
level would increase under such circumstances Money is after all, a finan 
cial instrument representing a claim to product. In the days of these classi 
cal ’ inflations in the fifteenth, sixteenth, and seventeenth centuries money 
was virtually the only type of financial instrument widely held by the 
people These sudden increases m the size of the money supply represented 
osercreation of financial instruments relatu e to the then existing propen 
sity to save. Too much money,” then, is not the general explanation of 
a rising pnee level * Too much new savings” is more general 

2 The Value of the Dollar In inflation the “value of the dollar” 
in terms of product declines Hence, it is argued it must follow that theTe 
are more dollars An increase in the amount of dollars is associated with a 
decline in the value of dollars But an increase m the pnee level is also 
associated with a decline in the value (in terms of product) of bonds 
savings accounts insurance policies, and even fixed incomes Anything 
fixed in terms of dollars declines in value Does that mean that inflation 
is explained by too many fixed dollar value financial instruments and too 
many fixed incomes 7 

This explanation is really based on a confusion between dollars as 
a unit of measurement of value and dollars as a type of financial instrument 
representing a general claim to product The confusion is between ‘ money” 
and '“money's worth,’ as discussed in Chapter 9. 
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3 More Money Hence More Spending It is widely believed, and 
was once accepted by economists that the more money people had, the 
mote they would spend But historical evidence shows this intuition 
pleasing theory to be false There is no established statistical correlation 
between the size of the money supply and the level of prices 

4 Terminology The association in many people’s minds between 
the amount of money and the level of prices is encouraged by the use of 
such terms as ‘monetary stability” to describe price level stability Such 
expressions refer to ‘stability” in the t alue of money, not in the amount 
of money 

5 Monetary Theory There is, however, a school of thought with 
wide acceptance among economists that the transactions that result in the 
creation of more money can also result in overcreation of financial instru 
ments relative to the people’s propensity to save and hence lead to increases 
in the price level There are two major types of such theory It must be 
pointed out that both theories arc based on acceptance of the principle that 
demand inflation is explained by an excess of financial instruments ere 
ated over the amount the people want to save at full employment, they do 
not conflict with the general analysis outlined in this chapter 

One theory says that only through commercial bank money creating 
operations can the amount of financial instruments created exceed the 
amount the people want at full employment The assertion is based on the 
nature of money and the transactions through which it is created When 
people buy a bond, acquire a savings account, or in fact acquire any finan 
cial instrument other than money, they must give up money for it The 
transaction cannot take place unless there are willing holders Therefore, 
it is argued creators of financial instruments other than money cannot 
create more than the people want to hold If the people did not want to 
hold these instruments they could not be issued On the other hand, how 
ever, if a firm wants to invest, and borrows from a commercial bank, it 
is not necessary that anyone first have made a decision to save The bank 
simply accepts the firm’s promise, and issues money to the firm When 
people go to work for the firm, they do so because they want to earn 
money, and wanting to earn money is no sign that they want to save 

Hence only commercial banks goes the argument, make possible the 
overcreation of financial instruments relative to the full employment pro¬ 
pensity to save 

W’hile this theory has many advocates it also has many critics, who 
attack it on two general grounds First, they say, not all transactions that 
involve money creation also involve new lending by commercial banks 
Money is also created when banks acquire and ‘ monetize” already existing 
promises, such as government and corporate bonds Hence there is no one 
to-one relationship between the size of the money supply and the creation 
of new financial instruments Second, the critics say that it ts possible to 
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have overcreation of financial instruments relative to the full employment 
propensity to save without money creation They accuse the theory of 
ascribing an unreal kind of step bj-step operation to the economy, when in 
fact many transactions take place simultaneously The theory says that 
first the financial instruments are issued and then the money is spent But 
if firms in the aggregate decide to acquire more product, they usually try 
to hire the additional men (away from each other, thus bidding up wages) 
and/or order the new product from other firms (outbidding other firms) 
at the same time as the new instruments are issued The new financial in 
struments are issued and the price level increases at the same time In the 
aggregate the increase in money paid to those who provide services goes 
in part to buy the new financial instruments issued As people’s pay in 
creases, they use some of the increase to acquire the new financial instru 
meats The saving is “voluntary,” but the price level has risen 

The second theory is the most widely held ‘ money” approach to the 
price level This theory is based on the reasoning that as the money supply 
increases other things being equal interest rates will fall If lower interest 
rates encourage an increase m investment, more new financial instruments 
will be created and the price level may nse Critics of this theory wonder 
whether interest rate changes at least w ithin the range typical in America 
have much if any effect upon investment 

There is no agreement that either hypothesis is valid or invalid 
They are both based as noted, on the fundamental theory attributing de 
mand inflation to overcreation of financial instruments and on that theory 
there is very wide agreement 

Why It Spreads 

There is no difference between the reasoning concerning recession 
and the reasoning about inflation on why the instability spreads beyond 
the sector m which it was initiated In recession those whose pay is new 
financial savings have less to offer in exchange for consumer product, and 
so less consumer product can be created and taken In inflation those whose 
pay is new financial savings have more to offer in exchange for product 
and since no more consumer product can be created, prices are also bid 
up in that sector 


How Great the Increase? 

The concept of the multiplier appropriate to a decline in the level 
of economic activity is also appropriate to demand inflation In Chapter 13 
you saw that any decline will continue until the amount the people want 
to save falls to a point at which it is equal with the amount they can save. 
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and that the degree of decline can be estimated bv taking the full-cmplov 
ment divergence between desired savings and actual savtngs created and 
multiplying it by the multiplier 

Similarly the price level increase will continue until the amount 
the people want to save rises to a point at which it is equal to the amount 
of new financial instruments being created The amount of increase in 
total product in dollar terms is found bv multiplying the same multiplier 
bv the difference between the amount the people want to save {at full em 
ployment before the price increase) and the amount of new financial in 
struments being created 

But in Chapter 13 you also saw that the decline mav be even 
greater than the multiplier would imply because when the people take less 
product businessmen mav once again revise their forecasts of future sales 
and cut back on investment once again Similarly in inflation the mul 
tiplier mav underestimate the degree of price level increase If the price 
level rises, and if people believe that it will continue to nse they will want 
to hurry up and buy now, before prices nse still further, this attempt to 
buy even more may force prices up still further Both a rising pnee let el 
and a decline in the level of economic activity tend to feed upon them 
selves ” 


Limitations of the Symmetry 

Of course inflation and recession are not the same things nor even 
exact opposites of each other You have already seen that where recession 
is a concrete and easily identifiable phenomenon, inflation is abstract and 
elusive There are at least two other major differences between the analv 
sis appropnate to inflation and that appropriate to recession 

For one thing, when there is a recession what is usually called for 
is reeoterj —a return to high levels of economic activity But when there is 
inflation, the answer is not to return prices to their old levels To do so 
would involve deflation, which as you have seen creates many of the same 
difficulties as are caused by inflation Attention is directed to stopping in 
flation, not referring it. Deflation after inflation is not similar to recovery 
after recession 

Second, where there is a decline in the level of economic activity, 
it is not difficult to get consensus on policy to bring recovery because virtu 
illy «vy palvey Trill make some peoplt better off, without making 

anyone else worse off By contrast, it is difficult to get consensus on policies 
to combat inflation, because almost all such policies seem to make some 
people worse off—they restrain someone from doing something—without 
making anyone obviously better off This inflation policy dilemma assumes 
prominence m Chapter 19. 
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Other Types of Inflation 

Sometimes the pnce indices show an increase in the level of prices 
when there is less than full emplojment and less than full capacity output 
implying that something other than ‘'excess demand" is responsible More 
over man) economists believe that some price level increases even with 
full emplojment and capacity may be traced to nondemand origins 

Some of the increases registered by price indices may be attributable 
to the construction of the indices themselves, rather than to the existence 
of a real increase in the general level of prices For instance, suppose cold 
weather conditions in the southeast and southwest lead to losses in orange 
crops, with consequent increases in orange and orange juice prices Because 
of the price increase, the people cut down on their purchases of orange 
products and substitute other products whose price has not risen, or per 
haps whose price has declined The price indices record the pnce increase, 
but not the change in purchases The “weights," established by an earlier 
survey of buying habits, do not change with every price change The 
people, as buyers are more flexible than the indices themselves 

But more often, the indicated pnce level increase has actually oc 
curred The explanations for other types of inflation involve microeco 
nomic reasoning, and are beyond the scope of this book But the major 
outlines can be indicated 

INFLEXIBILITY of prices Suppose the people want to buy more of 
one product, less of another They are not trying to spend any more than 
before, but are trying to spend their money in a different way Microeco 
nomic theory says that one immediate result should be that the price of the 
first product wall rise, as the people try to buy more when at first no more 
is available, and that the price of the second product will fall The average 
price level should change little if any 

But suppose that while the pnce of the first product does rise, as 
expected, the price of the second does not fall The second product may be 
in one of the “administered price” areas of the economy, where adminis 
trators make an effort to have high stability of * list” prices Then prices 
would be rising in one area of the economy and constant in another The 
average pnce level would nse 

Economist Charles L Schultze argues that the price level increases 
of 1955-1957, which occurred in the face of growing excess industrial 
capacity, were of this type, which is called demand shift inflation or sector 
inflation Schultze argues further that when the people try to buy less of 
the second product, the industry affected will probably have to keep pace 
with wages and salanes in the rest of the economy, and may even have to 
raise prices® 

* Charles L Schultze Recent Inflation m the United Stater, Joint Economic 
Committee Study Paper {Washington, D C. Government Printing Office, 1959} 
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cost inflation The traditional explanation for inflation at 
tributes the initiation of price level increases to demand—that is to dea 
stons made bv buyers rather than sellers The general explanation has been 
that buyers try to buy more product than can be created 

But there is a growirg body of op mon that price level increases can 
be in Dat'd by sellers—sellers of services and sellers of product. Rather 
than demanding product, sellers demand higher pay—higher prices higher 
wages and higher profits 

It has to be roted that demands for h gher pav reed rot result in 
higher prices If through t-chnological change t becomes possible to pro 
duce more product for the same amount of services used then those who 
provide services can be pa d more with no increase in prices But if those 
who provide services demand and receive pay increases that exceed the in 
crease in productivity prices will rise 

It is argued by advocates of the cost inflation thesis that much of 
the inflation in post-World War II America, aside from the obviously 
war induced demand inflation of 1940-1948 and l9oO-I9ol is attnbut 
able to demands for higher pay on the part of providers of services—de 
mands for pay increases that in the aggregate exceeded the ircreases m 
productivity in the economy 

Many who say that there has been cost inflation of this sort say 
that it must have been permitt-d or encouraged by government policy 
They say that price increases and wage increases without prior decisions 
on the part of the people to buy more should result in reduction in sales 
and unemployment. But government, by maintaining a full-employment 
policy allows workers and administrators to receive price and pay increases 
without fear of unemployment. Critics of the view that cost push infla 
non requires government support say (once again) that it assumes an 
unreal step by-step operation of the economy where actually many things 
happen simultaneously If many people demand and get pay increases then 
buyers ux the aggregate will have more money to spend and will spend 
more thus making unemployment less likely 

More Problems Ahead 

You have seen in this chapter that it is virtually impossible to pro¬ 
vide a logically consistent definition of inflation that it is difficult to 
measure price level charges without considerable built-in error" and 
that there is widespread misunderstanding and still cons derable uncer 
tamty over the effects of increases m the price leveL You have seen that 
there is even some d sagreement over the causes of inflation 

The difficulties raised by the tope of the price level do not end with 
this chapter ^ou will next review some of the basic problems faced by 
policy makers whose task it is to arrest price level increases Before they 
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can decide to combat inflation they must ascertain that there it inflation 
—no easy fast The) must determine «hat tjfe of inflation exists because 
policies appropriate to combating one t)pe of inflation may be extreme!) 
harmful if another type exists. And most difficult of all they roust achieve 
popular consensus on actions that on their face, appear to do harm to one 
or more major groups in the American economy 
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POLICY AGAINST INFLATION 


There is widespread agreement that the instruments of government policy 
should be used to combat anv inflationary pressure that may appear in the 
economy Virtually everyone agrees that a stable price level is one of the 
major objectives of economic policy Even those mentioned in the preceding 
chapter as frequent "winners in inflation ordinarily do not favor it But 
this agreement is not easily translatable into consensus on any particular 
course of action at any particular time 

Chapter 18 suggested some of the reasons why consensus on anti 
inflation policy is difficult to achieve Inflation which seems like a simple 
enough concept at first becomes slippery when you trj to grasp it And 
there are unavoidable weaknesses in the wavs in which we attempt to 
measure changes in the price level Thus there is often room for disagree 
ment over whether there really is inflation at any particular time Com 
plicating this already difficult problem is the fact that there is always a 
lag in the availability of price index data. At best policy makers must refer 
to last month’s figures Policy makers sometimes haye continued to fight 
inflation after the economy has already begun to decline into recession, 
such errors in timing can have senous consequences increasing the seventy 
•S'/ tk? nw cfcpwrtaYir' /rora > stsSrcbir 

A number of other factors complicate the process of deciding 
whether and how to combat inflation, and these will be discussed in the 
first section of this chapter The remainder of the chapter will concentrate 
on three major steps of antnnflation policy—financial policy, fiscal policy, 
and direct controls. 


349 
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I PROBLEM OF FORMULATING 
ANTIINFLATION POLICY 

The first requisite of successful antunflanon policy is to recognize 
inflation This means both being aware of inflationary pressures when they 
do exist and knowing when they do not. The next problem is to determine 
u/tj the pnce In el is rising or in other words, what type of inflation there 
is The final problem is one of formulating and executing an appropriate 
policy or set of policies to bnng the pnce level nse to a halt. 

What Kind of Inflation? 

Recognizing what kind of inflation there is at any given time is 
not simple. There are no clear-cut and umv ersally applicable rules that will 
tell policy makers without question what factors are causing any particu 
lar pnce level increase. In every case, detailed examination of what in¬ 
dividual prices are rising or nrng fastest, and careful investigation of 
what pressures lie behind those particular pnce increases will be required 
But some general guidelines to recognizing rep's of inflation are available. 

When the output of the economy is at capacity, and the pnce lev el 
me is a particularly rapid one it is a good guess that the Inflation is of 
the demand type With demand inflation, everyone » likely to be highly 
consaous of apparent shortages’ of a number of types of product, and of 
the existence of a sellers’ market-” 

If the pnce level is rising when there is substantially le*$ than full 
eroploymert of labor and there is excess industnal capacity, demand in 
Bation murt be ruled out. This guidehn- is a very important one, because 
around it have revolved some of the biggest controversies about inflation 
in the last two decades 

The reason this guidelin' is important is that contracuonal finan 
aal and fiscal policies which would be proper policies in p-nods of demand 
inflation, probabl) cannot halt other types of inflation, and further can 
even cause unemployment and recession. The objective of contracuonal 
financial 2 nd fiscal policy is to get the four sectors to try to take less prod 
net than they are currently trnng to take, if however, they are not really 
trying to bur more product than can be produced, discouraging them from 
buying wiU result in a decLnr in the level of ran curie activity 

On- controversy, for instance, involved the years 1955-1957 a 
number of economists did not believe that the pnce level increases of those 
three years resulted from ‘“excess demand " But orthodox fiscal and (es¬ 
pecially) financial policies were employed anyway Pnces continued to 
nse, and in fact kept using during the recession that followed in late 1957 
and much of 195S 

‘Sectoral” or ‘‘demand-shift” inflation, it is 


ta.d, is indicated by 
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in which no particular firms, industries or groups of individuals are 
singled out for special attention Except m wartime, opposition has been 
strong to 'direct controls’ This strong opposition presents a dilemma in 
the case of nondemand types of inflation How do you reconcile a prefer¬ 
ence for fiscal and financial policy—appropriate only in the case of de¬ 
mand inflation—with the existence of nondemand inflation 5 

There are a few on the other side of the ideological fence Some 
who favor more economic planning in the American economy, or more 
government intervention in union management collective bargaining, may 
favor direct controls, even in a period of demand inflation 

Axes to Grind 

The problem of choosing an effective and acceptable policy against 
inflation is certainly made no easier by those who, as mentioned in Chapter 
18, seize upon the opportunity provided by price level increases to grind 
their own axes against government expenditures in general and/or against 
unions The fact that these interests offer what often prove to be incorrect 
diagnoses of the reasons for price level increases makes it more difficult for 
policy makers to get acceptance for a correct kind of remedial action 

An example was provided in 1962 Midwestern beef Cattle farmers 
attempted to raise the prices received for their cattle by withholding cattle 
from the market The fact that their "withholding action” was successful 
was reflected in an increase in the Consumers' Price Index But some com¬ 
mentators publicly took the “reappearance of inflation” to be a sign that it 
was time for a cutback in government expenditures' 

Achieving Consensus 

Even if policy makers are sure that there is inflation, and even if 
they know what type of inflation exists, and even if no one cares about 
ideology and no one has axes to grind, there is still an extremely difficult 
problem facing those who must decide upon and execute antunflation policy 
It is relatively easy to get popular acceptance for policies that combat 
recession, at least when such policies are understood since they ordinarily 
involve increased income for some people and reduced income for no one 
But it is very difficult to get similar acceptance for antiinflation policy 
Properly conducted antunflation policy should not reduce total product or 
income for the economy as a wdot'e, 6ut it often will (and will always 
seem to) reduce total product for someone or some group, or otherwise in 
flict some kind of penalty or restraint 

If people are trying to buy more product than can be created—that 
is if there is demand inflation—then antunflation policy must deprive 
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someone of the ability to buy something Of course people could not have 
bought more product than exists even in the absence of antrmflattori pohc\ 
but effective policy restrains some people from even making the attempt 
If instead increases in profits wages and other pay are deemed excessive 
for price stability somewhere in the economy—that is tf there is cost in 
flation—then antiinflation policy must prohibit someone from receiving 
as large a pai increase as he otherwise would have achieved Preventing 
such pav increases does not mean that the people as a whole must take less 
product but it ordmanly docs mean that certain groups must take less 
product 

Inflation in general means there is excessive something—excessive 
demand excessive profits excessive wage increases Effective remedies in 
general involve restraint which no one enjoys When general controls—■ 
fiscal and financial policy—are employed no one decides specifically who 
will be restrained nor how When direct controls are used judgment must 
be used to determine which groups are directly restrained—a fact which 
contributed to the unpopularity of such controls 

The reasons for difficulty in achieving consensus on any given anti 
inflation policy underline some of the difficulties inherent in policy decisions 
in general In the field of welfare economics (a branch of economics in 
which attempts are made to define tests for determining whether a particular 
economic activity contnbutes to or detracts from the general welfare) there 
are two guiding principles The first is that any economic activity or any 
change that improves the wellbeing of any person in his own estimation 
without at the same time detracting from the well being of any other 
persons in their own estimation improves general welfare Antirecession 
policy often fits this description The second is that it is impossible to say 
whether the general welfare is improved when $10 is taxed away from a 
millionaire and given to a starving man there is no scientific or logical 
basis upon vv hich to make such a statement This is so because there is no way 
to measure count or compare wellbeing among individuals Similarly 
there is no formal scientific or logical basis upon which to state that anti 
inflation policy (if it penalizes someone in his own estimation) contributes 
to the general good 

The problem of policy makers is not to prove in a formal way that 
antunflation policy is beneficial however It is to achieve consensus on 
measures that do appear to penalize someone You will see as the policy 
measures that can be employed are reviewed in the following pages that 
heavy reliance must be placed on two kinds of measures (1) those in which 
it is difficult to determine precisely u ho is being restrained or penalized and 
(2) those that go into effect more or less automatically without the necessity 
for conscious choice by a policy maker when there are inflationary pressures 
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II ANTIINFLATION FINANCIAL POLICY 

In most countries responsibility for formation and execution of 
financial policy is predominantly that of the central bank, which in the 
United States is the Federal Reserve System, operating as a unit Because 
of its close link with the money system, financial policy administered by the 
Federal Reserve is commonly called monetary policy But the expression 
'monetary policy” is a little misleading the amount of money is not the 
main consideration of monetary policy Instead, the rationale for monetary 
policy is the proposition that by controlling the amount of money in the 
economy, Federal Reserve officials also influence the rate of creation of new 
financial instruments 1 

When officials of the Federal Reserve believe that there is inflation 
of the demand type they exercise their powers in a contractional, restrain¬ 
ing way selling government bonds on the open market to reduce the reserve 
accounts oi member banks raising the required reserve ratio (that is re 
ducing the multiple" of Chapter 11), and therebj reducing the money 
supply (In practice, all the Federal Reserve usually believes it needs to do 
in a growing economy with inflationary pressures, is to keep the money 
supply constant to exert a restraining influence To sharpen the points made 
in the discussion, in this chapter it is assumed that the Federal Reserve 
actually acts to reduce the money supply ) Beside these actions which limit 
the size of the money supply, there may also be an increase in the “discount 
rate ’ and perhaps an attempt to exercise * moral suasion” through general 
announcements of the need for bankers to exercise care in making loans in 
light of current economic instability 

By and large, then, the action taken by Federal Reserve officials 
during what they believe to be inflationary periods will have the effects of 
reducing the size of the money supply The Federal Reserve unquestionably 
has control over the money supply But, it might be asked, so what’ Does 
this power mean that the Federal Reserve can influence the rate of creation 
of financial instruments, and hence the amount of product buyers attempt 

There is far from universal agreement on the answer to this question 
Manipulation of the money supply has been the chief stock m trade of 
central banks for well over a century, but over this period of time official 
opinion and economic reasoning as to both whether and why restraint on 

1 Economists once accepted as the orthodox view that it was the quantity of 
money in the economy that was most important in determining how much buyers 
spent—or tried to spend Today while a few economists still advocate variants of 
this so called quantity theory of money it » decidedly an unonhodox and mioonty 
view Nonetheless its intuitive appeal is so strong that this view is probably the 
one most commonly seen in journalisuc and other lay discussions of inflation and of 
monetary policy 
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It is held that higher interest rites will discourage potential borrowers from 
creating and issuing new financial instruments and that if the increase in 
interest rates is sufficiently great the consequence will be price stabilization 
Note that the theory does not depend on limiting lend ng activity by com 
mercial banks alone tght money policies raise interest rates throughout 
the economy—on short and long term bonds both pm ate and government 
on loans by financial intermediaries both commercial banking and other, on 
consumer loans loans to house buvers on virtually all types of financial 
transactions 

Federal Reserve act vity influences interest rates within a maximum 
range of 3 percent or 4 percent that is interest rates charged to business 
firms wishing to invest m inventory or productive facilities rarely rise h gher 
in times of tight money than 3 percent or 4 percent above the lowest rate 
charged in times of easy money Economists are not unanimous on whether 
changes in interest rates over this range have a significant effect upon borrow 
mg for investment or consumption purposes 

The probable effect of interest rate changes on borrowing by 
consumers house buyers businesses and government units has already been 
discussed in Chapter 18 Reviewing briefly we can note that (1) consumer 
spending on automobiles appliances and the like is virtually unaffected by 
changes in interest rates (2) house buyers seem likely to be influenced by 
changes in interest rates (3) short term investment decisions are likely to be 
little affected by interest rate changes since interest is a small fraction of 
the cost of such investment and since the immediate market (apparently a 
good market in time of inflationary boom) is the prime determinant of 
whether to invest (4) long term investment decisions are most likely to be 
sgnificantly influenced by interest rate changes although this influence is 
mitigated to the extent that investment is financed internally from deprecia 
tion and retained earnings (which account for financing of roughly half of 
corporate investment) and (5) it is presently unclear whether municipal 
governments are really prevented from borrowing by their statutory bond 
interest rate ceilings or whether they finance cap tal improvements through 
short term notes renew ed repeatedly until interest rates fall sufficiently for 
bonds to be issued 

The question is thus left unanswered No one knows for sure 
whether interest rate changes over the relevant range have a sgnificant 
effect n/icio JwnvMMg' Aod jyv.ed.u^ J£r&nxirr te Jwf&v»a) stM's&Cf .w 
of little help In fact history shows that times of high interest rates have 
frequently been times of inflationaiy boom and that times of lowest interest 
rates have been times of depression but we certainly do not believe that 
high interest rates cause inflation or that low interest rates cause depression 
any more than we believe that storm windows and snow tues cause winter 
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Limiting Credit 

As noted earlier, it w as once widely held that there was some direct 
link between the amount of money—currency and checking accounts—in 
existence and the amount of product the four sectors try to take By the 
time economists had become generally disenchanted with this view another 
\iew—that monetary policy influenced spending decisions indirecth \ la 
the interest rate—had pretty much taken its place 

Skepticism concerning the interest rate view has been answered by 
still another explanation of the effectiveness of monetary policy—one link 
ing the analysis of inflation as resulting from excessive creation of financial 
instruments with the special characteristics of commercial banks 

Recall the fundamental differences between commercial banks and 
other financial intermediaries For intermediaries other than commercial 
banks to lend there must first be a depositor since borrowers want money 
and not the accounts that nonbank intermediaries can issue such as savings 
accounts and pension rights Similarly anyone who wishes to issue a financial 
instrument directly to the people, without intermediation must find a willing 
buyer who will give up money for the instrument By contrast when com 
mercial banks lend, no one must first signify his willingness to hold a new 
instrument If inflation results from an overcreation of financial instruments 
relative to the people's willingness to save, goes the argument only com 
mercial banks can account for inflation, because only they can create ac 
counts—money—without a prior decision on the part of the people to save 
Contractional monetary policy limits the amount of checking ac 
counts commercial banks can create, and hence limits the amount of promises 
they can hold as assets If this means that their ability to make loans is 
limited, then it follows (say the adherents of this view) that monetary 
policy can limit the rate of creation of new financial instruments If only 
commercial bank lending can be excessive,” and if you shut off com 
mercial bank lending then you can thereby stop 'excessive lending" 

This view of the effectiveness of monetary policy is based on the 
underlying theory that only commercial banks can be the source of ‘ex 
cessive lending” As you saw in the previous chapter, this view has its 
cntics It assumes that money creation and lending by banks are the same, 
but banks can make new loans without issuing additional money (when they 
seJJ oJd bonds and make mv Joans, thereby changing the composition of their 
assets), or can issue new money without making new loans (when they 
acquire and ‘ monetize" existing promises) Moreov er, it assumes an unreal 
step by step operation of the economy * Excessiv e” lending could occur 
with no action by commercial banks simply if enough people and businesses 
holding money as assets could be convinced to hold some other financial 
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instrument providing the monet to potential spenders. The idea that there 
must be commercial bank action for there to be 4 excessiv e' lending is un- 
connnang 

Summery of J irt.3 on 4 xtun fiction Monetary Polity 

In order to understand and be prepared to evaluate anti inflation 
policies ot central banks rou must overcome the confusing influence of 
the long standing misnomer monetarv poll tv * \ more accurate and 
descnpme expression would be credit police’ for the objective of anti 
inflation monetarr police is to restrict spending bv restrictive Croatian of 
new financial instruments. Changes in the size of the money supply are a 
bv product rather than an immediate objective of central bank credit re¬ 
striction policy 

Since in the last analysis demand inflation is thought to be the result 
of attempts to bur more product than can currently be created antiinflation 
police must restrict someone s buying Antunflation monetarv police is based 
on the implicit judgment that the first priority to product belongs to the 
cash buser the household or bus ness firm that can make its purchases out 
of ament income or savings. Presumably, the next pnontv belongs to those 
borrowers who present the best credentials to financial institutions Those 
penalized’ by monetary police are those with the worst credit ratings, 
they stand last in line for product when there is excess demand 

The two major theoretical approaches to central bank policy the 
excessive lending” view and the interest rate Mew, can easily be seen as 
two variations on the credit limitation theme. The first holds that credit 
is limited through decisions made by the lender because commercial banks 
resenes are smaller they make fewer new loans. The interest rate doctrine 
holds that credit is limited through decisions made by the potential borrower 
because interest rates are higher he decides not to issue that new financial 
instrument after all 

Evaluation of Antwifiction Mondcry Policy 

Few people belies e that monetary police is of much help in fighting 
a recession or depression, many more believe however that monetary policy 
das some a’egTee ox'eifectiv encss against inflation The reason is that the mone¬ 
tary tools of expansion that might be employed to fight a decline ui the lev el of 
economic actmty are permissive in nature, what the Federal Reserve does 
can allow but not force an increase in lending and money creation On the 
other hand, the monetary tools of restraint that are employed m fighnw* in¬ 
flation are restrictive in nature, there is no doubt at all that the Federal 
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Reserve can limit expansion of the money supply and the volume of bank 
assets 

The only doubt concerns whether limiting the money supply and 
commercial banks assets actually limits credit and thereb) spending 

Financial policy is attractive to man) people because it falls in the 
categor) of broad general impersonal controls of the economj The Federal 
Reserve does not sa) that this firm or that individual or even any particular 
industr) is to be denied credit It simply savs that credit is to be limited, and 
allows the ‘impersonal forces’ of the financial market to determine on 
w hom the penalt) falls This is not to say that the effects of monetar) policy 
might not be felt by particular groups As has been noted, changes in interest 
rates or in the availability of credit probably do not affect all kinds of 
borrowers to the same degree 

In fact, it is as hard to get unanimous consensus on antnnflationar) 
financial poliC) as it is on an) other type of restrictive policy It is easy 
to predict which votces will be raised in complaint when money gets 
tight"—those representing or purporting to represent small businessmen 
and farmers There have been times, furthermore, when householders and 
house buyers have begun to feel the pressures of ‘‘tight mone)”, and have, 
to defend themselves, successful!) demanded expansional policies on the 
part of Congress, with respect to FHA and GI housing loans 

No group, it appears, willingly accepts restraint on its activities 
Monetar) policy—if successful—has the advantage that most of its effects 
are not obvious In fact as you have seen, the effects are so well concealed 
that it is unresolved whether there are any significant effects at all 3 

If broad, general, impersonal controls are to be used, there are some 
political advantages in employing financial policy rather than fiscal policy 
As will be seen shortly, antiinflation fiscal policy involves government budget 
surpluses While people often express a willingness to reduce the public 
debt (as government surpluses would do), the only way this could be done 
would be to increase taxes or to cut back on the services provided b) gov¬ 
ernment—and neither choice has shown much political appeal 

Moreover, monetary policy decisions can ordinarily be made with 
greater dispatch—sometimes months sooner—than can fiscal policy decisions 
b) Congress, whenever the appropriate fiscal policy would require congres 
sional action 

Tb*. tfeafc W/KA -pt/.vc) Itcaswm vnt rrrafie t) ifae Board 

of Governors of the Federal Reserve—a nonelected, almost autonomous 
group—provides another “advantage" for financial policy over fiscal policy 

3 If there might be no real effects, why should farmers, small businessmen, 
bouse buyers etc., complain» Because they are not happy to pay higher interest 
rates regardless of whether the higher rates prevent them from borrowing and 
spending 
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period—World War II—with considerably more flexibility and power It 
had a sizable portfolio of government promises which it could sell on the 
open market it had the power to change reserve requirements and it 
had selective credit control over stock speculation But from March 1942 
until March 19M the Federal Reserve abandoned use of these tools in any 
conventional anti inflation policy Instead its powers were used to keep 
the market prices of government promises high and the interest rates low— 
a task easily accomplished through open market operations The Federal 
Reserve simply offered to buy any and all government promises presented to 
it at preset pegged prices 

This policy especially as it was earned forward into the postwar 
years has been subjected to considerable criticism Its objectives were simple 
such a large public debt was a new expenence and it w as thought that if 
market values of government bonds began to fall slightly holders of them 
would try to dispose of them quickly thus possibly precipitating a collapse in 
the market values of government bonds such as had indeed taken place 
shortly after World War I It was thought that such a collapse would be 
embarrassing to the government of the United States and unfair to those 
who had bought the secunties during wartime when interest rates were low 
on the faith that their values would not fall 

During World War II approximately half of government expendi 
tures were financed by selling promises (the reasons will be discussed later 
in the chapter) To the inflationary pressure resulting from such a massive 
creation of new savings was added the fact that commercial banks were 
developing large excess reserves and could lend virtually at will Banks 
purchased billions of dollars worth of government bonds knowing that 
the Federal Reserves pegging policy assured a guaranteed market should 
they ever need reserves The nation was forced to rely not on fiscal or 
monetary policy but on direct controls to govern the price level 

Some of these direct controls were administered by the Federal 
Reserve itself as will be discussed below 

After World War II ended most of the direct controls were 
abolished Yet the Federal Reserve continued its pegging policy It was 
increasingly clear that the Federal Reserve did so over its own protests at 
the insistence of the Treasury Department 

With the outbreak of the Korean conflict in 1950 strong inflationary 
pressures again became apparent—at first because, if attempts, at hradvng by 
individuals and business then later because of a large and rapid rearmament 
program The American public and the world were soon treated to the 
spectacle of another kind of hostilities—the war of nerves and words be 
tween the Treasury Department and the Federal Reserve The Federal 
Reserve haltingly began action to increase interest rates The Treasury 
announced refunding operations based on fixed low interest rates 
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When the smoke had cleared, the Federal Reserve had won an al¬ 
most complete victory in the embarrassing battle In an agreement which 
has come to be known as the Accord of 1951, the Federal Reserve became 
free to follow a monetary policy of its own choosing, subject only to a re¬ 
quirement that it act to prevent “disorder” in the government securities 
market Since 1951 the Treasury and the Federal Reserve have worked 
quite closely together No open conflict has appeared between the economic 
policies of the administration and of the Federal Reserve 

Until 1951 the Federal Resene had had inadequate powers, operated 
in depression, and been saddled with a pegging policy It had never, its sup¬ 
porters claimed, had an opportunity to demonstrate its anti inflation powers 
The Accord was hailed as a prelude to a “rebirth of monetary policy ” 

This policy was put to its most severe test in the inflation of 1955- 
1957 The year 1955 still stands as the all time high for Federal Reserve 
sales of government bonds on the open market, and interest rates were 
raised to the highest levels in a quarter century In the face of an increase 
in product of almost 25 percent, the money supply was held constant for 
three years Inflation was not arrested, however. In fact, prices continued to 
rise slightly even during the 1957-1958 recession, the most severe since the 
thirties 

The results of the 1955-1957 attempt to curb inflation through 
vigorous contractional monetary policy are interpreted in different ways 
by different observers Defenders of the Federal Reserve and of monetary 
policy say that inflation would have been worse without antiinflation mone 
tary policy, and that the Federal Reserve erred only in not going far enough 
(It is likely, however, that it went as far as it could, without creating an 
extremely vocal reaction ) 

Critics argued either that the episode showed the fundamental in 
ability of the Federal Reserve to influence the price level or that the Federal 
Reserve was found to fail, because of its exercise of policy appropriate only 
to demand inflation when the price level increases (the critics said) had 
other explanations 


III ANTIINFLATION FISCAL POLICY 

Fiscal policy, like monetaty policy, appeals to those who prefer a 
broad, general, and impersonal type of economic control—those who for 
ideological rather than technical economic reasons would limit the role 
of central authorities in determining by design how scarce economic re¬ 
sources are to be used 

Fiscal policy and monetary policy are alike in another respect the) 
share the objective of fighting inflation by bringing the volume of newly 
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How to A eh t eve Budget Surplus 

The problem then is to reduce got eminent expenditures for product 
taken collects el) and for transfer pa)ments and/or to increase tax receipts 
Some antiinfiationary bias is inherent in the federal governments 
tax and transfer sjstem Income taxes are established on a graduated pro 
gressive basis under which tax rates increase as income increases That is 
as income rises in dollars and cents tax receipts in dollars and cents rise more 
than proportionately As a consequence there is a tendency for the federal 
government to achieve a budget surplus whenever there are mflatonarj 
pressures Further automatic transfer payments ordinarily decline during an 
inflationary boom Unemployment compensation and public assistance 
( relief ) tend to decline as income r ses 

In short the same built in stabilizers that were described in Chapter 
16 as automatically limiting a decline in the level of economic activity also 
work automatically to control the level of prices It might be noted that 
here is another instance m which antiinflation policy works without the need 
for establish ng consensus—and perhaps only because there is no need for 
consensus (Moreover the income tax system acts as a built in stabilizer 
somewhat by accident Progression in the income tax sjstem was first estab 
lished for reasons having to do with an equitable distribution of tax 
burden not for reasons having to do with stabilization objectives.) 

It is fortunate that there is a high degree of built in resistance to 
inflation because to accomplish the same reduction in transfer payments 
and increase in taxes through discretionary policy would be extremely dif 
ficult And there is d fficulty whenever the built in stahilizers prove in 
adequate to control the rate of price level increase It is necessary under such 
circumstances to reduce government payments and/or to increase govern 
ment tax rece pts through open government action 

At one time the agreed upon approach was to use public works 
projects to fight depression and then to cut back on government construe 
non projects in inflationary periods One of the two major ent cisms of 
this approach has been that construction activity should take place only 
when and if the projects are needed not necessarily in accord with the 
business cycle In that way we do not bu Id schools courthouses and high 
ways that are not needed on the one hand nor do we go without these 
fac lities when they are needed on the other This theoretical object on is 
supplemented by a practical one it just takes so long to begin construction 
projects that public works may make no contribution to stability at all A 
year is probably a good average for the amount of time it takes between 
init al considerat on of a public works project or cutback and its actual 
implementat on in the field 

More flexibility is provided when Congress can be bypassed When 
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projects are already authorized (such as in military hardw are or highways) 
the executive branch can often order a speed up or slowdown without fur 
ther Congressional action 

Economists today emphasize tax and transfer changes both because 
of the theoretical reasons mentioned above and because of the greater 
flexibility these changes could bring A tax rate change could be implemented 
the day after it yvas approved b) Congress through increases in withhold 
mg taxes 

Critics have pointed out that even this approach would take a long 
time Congress onal consideration of tax rate changes is never a hurry up 
affair and anv consideration of tax rate changes inevitably brings with it 
immense pressures on congressmen for preferential treatment for particular 
groups In the 1937—1938 recession proposals were made for reducing 
personal income tax rates across the board bv giving rel ef to busi 
nesses and in other ways Tax rates were not cut Obviously the wav a rate 
change is made makes an immense difference to different groups the same 
would be true perhaps to a greater degree in an inflationary period when 
the method of raising tax rates raises the question of who is to be penalized 
by antiinflation fiscal policy 

There are frequent proposals that the executive branch be given 
some discretionary power over tax rates or that tax rates change auto¬ 
matically as certain statistical measures of economic activity (such as num 
ber of unemployed the consumer pnee index and so on) show the need The 
United Kingdom is experimenting with such a program today But it seems 
unlikely that the Amencan Congress will in the foreseeable future give up 
its important constitutional power to determine tax rates 

JVho Is To Be Penalized 9 

The question of how a surplus should be achieved inevitably raises 
another problem who is to be penalized by antunflation policy An effective 
program for combating demand inflation requires that someone who other 
wise would have been able to take some product must be deprived of that 
abihtv Deciding how a surplus is to be achieved involves more than the 
questions of flexibility and timing discussed above it also involves choosing 
the victims 

Penalties fall in a number of wavs and it is difficult if not impossible 
to trace them out (and this is the beauty in the eyes of some of impersonal 
general controls such as fiscal policy) If taxes are to be increased those 
paying the higher taxes of course must generally forgo some product But the 
reduction in spending (recalling the ‘ muldpher effect) does not end with 
those who pay higher taxes Those from whom they would have purchased 
the product forgone also have less money to spend and these tn turn by 
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This last section will examine each of these possible cases in turn, 
and at the same time identify the major tj-pes of direct controls that ha>e 
been emplojed in the United States and those that have been most often 
proposed 


Jl'artime Controls 

As has been noted during World War II the coni entional anti 
inflationary techniques of fiscal and monetary policy were abandoned e\en 
though the inflationary pressures of that time w ere par excellence of the 
demand type It was decided to control the price level through the use of 
direct controls the most important of which were price ceilings (through 
the Office of Price Administration) and wage ceilings (through the Wage 
Stabilization Board) 

The imposition of price and wage controls left another problem In 
peacetime in the absence of controls an unplanned economy allocates re 
sources by means of the pnce system Other things being equal, labor and 
ownership sen ices go to the production groups that can pay most for them, 
and the groups that can pay the most turn out to be those who sell products 
the people are willing to pay the most for Products are sold to the people 
who are willing to pay the roost for them The price system is yyhat in the 
absence of controls, ‘rations’ services and products The imposition of yy age 
and price controls required that some other means be devised for allocating 
resources One solution yvas coupon point rationing of goods in especially 
scarce supply Households could only buy as much shoes sugar, butter meat 
and gasoline as they were permitted to by the goi eminent, ration stamps 
or tokens were surrendered along with money when these scarce products 
were taken 

A lot of people irrationally blamed rationing for shortages The 
shortages existed because the products were in scarce supply because the 
ingredients were needed for the war effort and/or because the war itself 
had cut off sources of supply Other people with little more sense thought 
that rationing w as imposed to keep the people from using up strategic 
materials via consumption goods It was widely believed that without ra 
tiomng the people would be using gasoline or rubber needed for the war 
effort The fact was that even without rationing consumers vvould have got 
no more of these goods Direct controls also determined which firms and 
industries could get ingredients and manpower and what they could be 
used for Rationing was employed only to make what was thought to be a 
fair distribution of w hat little consumer product w as av ailable 

During World War II, and also to a more limited extent during 
the Korean conflict selective credit controls were administered by the 
Federal Reserve Board Recognizing that interest rates have little effect 
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upon consumer buying and that even if they did the low interest rate policy 
of the Federal Resene would encourage rather than discourage buying on 
time Congress authorized the Federal Resene to administer controls that 
could set a minimum down payment and a maximum maturity on automo 
bile appliance and home purchases 

Cost Inflation 

Cost inflation which has also been called administered price inflation 
wage push inflation and sellers inflat on is a controversial topic among 
economists Some deny its existence Those tv ho agree on its existence often 
differ on its explanation As a consequence their policy proposals differ 

The frequent recommendation that cost inflation be combated with 
some type of direct control is based on the following kind of reasoning Some 
firms have a considerable degree of monopolj power and can raise pnees 
without losing sales to a significant degree They refrain from charging 
what the traffic will bear not because they fear a declining market but 
only because they fear public op nion and possible antitrust action or new 
legislation These firms must bargain with strong unions When the unions 
demand wage increases in excess of increases in productivity in their Indus 
tries pnees of the products sold by such firms must rise Some go further and 
claim that monopolistic firms seize upon the opportunity presented by such 
wage demands to increase pnees even more expecting the public and the 
government to blame the unions rather than the firms 

This reasoning leads to recommendations of wage and/or pnee 
controls But advocates of such controls must face squarely the question of 
what entena to use in controlling wages and pnees 

Do you simply freeze all pnees at their present lev els ? Ban all pnee 
increases ? No respectable economist would endorse such a proposal Some 
pnee increases arc normal and healthy in any economy just as some pnee 
reductions are An attempt to freeze all pnees at present levels would have 
senous and harmful consequences 

Some commentators have proposed that wage increases (and pre 
sumably increases in pay for ownership services too) be limited in percentage 
terms to the increase in productivity for the industry involved If productiv 
ity had increased 1percent in the steel industry steelworkers and owners 
’kquM be. aJJ/yce.'i a. w/ivtast T A \atL tafi vr» 

creased at all in the barbershop industry there would be no pay increase 
for barbers 

On close examination this proposal turns out to be the same as the 
first one It would prevent the ordinary relative pnee changes that in an 
unplanned economy guide the use of resources Moreover it would mean 
that only those employed in industries with technological improvements 
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(for example agriculture manufacturing) Mould ever get pay increases, 
and that those employed in industries without significant technological 
change (all those industries where mass production is inapplicable such as 
personal services education repair service and the like) would be con 
demned to fixed wages 

A more sophisticated proposal is that wage increases (and again, 
presumably increases in pay for ownership services too) be limited in per 
centage terms to the annual average increase in productivity for the economy 
as a uhate Thus if productivity had increased during the year 2 percent 
for the entire economy barbers could get a 2 percent increase in their pay 
and the price of haircuts would rise since productivity had remained level 
in this industry and electrical workers would get a 2 percent increase in 
pay even if productivity in their industry had increased 4 percent and the 
price of electrical products would decline The price let rl vv ould not change, 
even though the price structure would change 4 

This more sophisticated proposal has its defects too It would allow 
wages to increase at the same rate throughout the economy It rests on the 
implicit assumption that the existing pattern of w age rates is necessarily a 
good one If everyone got a 2 percent pay increase the pattern of wages and 
ownership pay would not change Not everyone will agree however that 
the existing pattern is a good one Some believe that there are underpmi 
leged groups such as hosp tal workers migrant farm workers and others, 
some believe too that there are overpmileged * groups whose recent gains 
make further increases unnecessary 

The point is not that the existing pattern of pay is bad The point 
is that you cannot formulate any rule for deciding on w age increases with 
out considering whether the effect on the distribution of income will be in 
your judgement good or bad Those who favor direct controls m order to 
prevent price level increases do not ordinarily think of their proposals as 
calling upon the government to decide what is the best distribution of 
product among the people but that is precisely what price and wage con 
trols would do The government can attempt to shut its eyes to the question 
of equity by imposing upon itself narrowly technical entena for administer 
ing controls But ignoring the income distribution consequences of direct 
controls does not mean that there would be no such consequences 

These same problems which create what is probably an msurmount 
able hurdle for direct controls also plague to a lesser extent informal actions 
by government dealing with wage and price deas ons 

4 In the early lS60s this proposal w» adopted by the federal government 
as part of its approach to union management negouations A wage increase was 
described as noninflationary if it were equal to or less than the average annual 
increase in productivity for the economy as a whole Of course this rule was 
advisory only and could not be enforced for there were no direct wage and 
price controls. 
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Sectoral Inflation 

Sectoral or “demand shift” inflation exists, it will be recalled, when 
prices rise in one sector of the economy because the people are trying to 
buy more product there but do not fall in other sectors despite the fact 
that the people are trying to buy less there 

The possibility arises that direct controls could be used to limit the 
pnce increase in those sectors where there is ‘excess demand ” 

There are difficulties with the use of direct controls for such pur 
poses The most important one is this In an unplanned economy, when 
people want to buy more of one product and less of another it is quite 
appropriate that the price of the product wanted should rise It is this 
increase in price that attracts services into the industry to produce more of 
that product Similarly the reduction in price in the other industry should 
encourage services to leave that industry 

Thus limiting the pnce increase in the sectors where demand is 
“excessive” would mdirectlj prevent the economy from providing more of 
some product that buyers have shown they want more of The economy 
would work just that less efficiently and effectively 

The difficulty in sectoral inflation does not lie with the industry 
where buyers are trying to buy too much It lies in the other industries, 
where prices should have fallen, but have not, when buyers decided they 
wanted less No one has yet proposed a direct control that would force some 
firms to reduce prices from existing levels nor would such a proposal be 
likely to gain wide attention, much less acceptance Yet that would be what 
would be necessary to prevent sectoral inflation 

Demand Inflation and Direct Credit Controls 

There are those who would recommend direct controls even in a 
period of demand inflation The controls most commonly called for are 
selective credit controls, which would allow the Federal Reserve to limit 
credit for particular industries or products, and to impose once again, the 
down payment and maturity minima on consumer and home loans 
The arguments presented most commonly are 

1 Monetary policy as it exists today is ineffective It does not limit 
credit, or it does so only to a s'light degree The way to he sure that credit 
is limited is to command banks not to make more than a certain amount of 
loans—or, even better, to tell them what they can make loans for and what 
they cannot 

2 Monetary policy as it exists today is discriminatory It does not 
affect consumer buying at all It hurts farmers and small businessmen If 
discrimination is inevitable whenever credit is restricted, why not discnmi- 
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nate intent onallj, in a desired direction* At least consumer buying should 
be cut down in proportion with other bupng 

These two statements (which incidentally contradict one another) 
are based on assumptions that ha\e jet to be proven —or disproven In the 
absence of proof in one direction or the other, it seems clear that at least for 
the time being Americans will lean in the direction that their ideology and 
politics suggest—and that is not in the direction of direct controls 

Other Uses of Direct Controls 

Direct controls, especially selective credit controls are frequently 
proposed and sometimes used for purposes other than combating inflation 
Most often these uses and proposed uses involve especially attractive rates 
on loans for desired purposes when it is believed that without this type of 
government intervention the desired goal would not be accomplished 

For instance, attractiv e interest rates are offered to firms willing to 
enter depressed areas, in rural electrification (through REA) , to individ 
uals wishing to buj or build houses (through FHA or GI financing), to 
those wanting to finance a college education (through a number of state 
plans or for preparation for certain vocations through the National De 
fense Education program) , and to small businesses qualifpng under Small 
Business Administration loan requirements 

Other IF ays to Fight Inflation 

Because there are resistances to antiinflation policy, and especially 
because it is widelj agreed that recent price level increases have nondemand 
origins (ruling out conventional antiinflation policy), there is much dis 
cussion todaj about finding new ways of controlling the price level 

Price level stabilitj cannot be considered m a vacuum Proposals to 
deal with price level increases in particular ways must take account of the 
effects of the proposed policies on the level of economic activitj, and on the 
rate of growth of the American economy In the next chapter jou will see 
that there is wide divergence of opinion on the extent of compatibility of 
the three goals of rapid grow th high employment and price stability 

One way government has already begun to deal with the price level 
is through becoming an interested party,’ in an informal way, in wage 
and price decisions One set of proposals w ould formalize the gov ernment’s 
insnJvessMWf fnihtwt gnmg as Jigr eftoblji&iag cssvrftsaV Ay czaatHgg 
government fact finding boards with subpoena power and considerable 
publicity to focus a spotlight of public scrutiny on potential ‘ wrongdoers ” 
Both cost inflation and sectoral inflation arise because of concentra 
tions of economic pow er in large unions and in monopolistic firms Hence 
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another proposed way of dealing with nondemand inflation is to weaken or 
break up either or both the large firms and strong unions Another possible 
way of providing such monopolists with greater price competition would be 
to expand trading relations with other countries 

Finally it is often suggested that one way to prevent inflation is to 
have the economy grow faster If rates of pay tend to rise faster than 
productivity do not try to slow down the pay increases Increase the rate 
of technological change instead If the people are trying to buy more than 
the economy can produce do not cut down on the amount they try to buy 
Increase the amount the economy can produce instead More light will be 
shed on these appealing sounding proposals in the next chapter where the 
subject of economic growth is taken up 

Conclusion 

If the reader is left with the impression that our tools for combating 
inflation are not sharp ones he would be correct Monetary policy has not 
yet proven itself, nor has it successfully defended itself against charges of 
bad timing discrimination, and outright mistakes in judgement Fiscal 
policy is agreed to be effective in theory, but the political problems involved 
in raising taxes or in cutting back on government expenditures, and the 
practical problem of delay in administration have hobbled this potentially 
highly effective instrument Direct controls highly effective in wartime, cut 
against the gram of American ideology, seem unlikely to be enacted into 
law, and further seem unlikely to be enforceable even if enacted 

Yet these tools are not entirely deficient Many do not agree that 
monetary policy is wholly ineffective American experience with antnnfla 
tion monetary policy is not great, and as that experience mounts the money 
managers are certain to become more skilled in the art Built in stabilizers 
in the federal budget are highly effective and responsive, the executive 
power to speed up or slow down already authorized projects makes discrc 
tionary fiscal policy not altogether inflexible And it seems highly likely that 
a serious inflation, whether brought on by a military crisis or not, would 
weaken political opposition to tax rate increases or direct controls Democ¬ 
racy frequently works slow ly, but it usually does work 
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ECONOMIC GROWTH: 
THE AGGREGATE VIEW 


Problems of economic stabilization ha\e been so prominent in the minds of 
economists and of the public at large for the past three decades that a be¬ 
ginning economics student ju«t completing a course in macroeconomics, 
might be excused if he thought macroeconomics and stab lization economics 
mere one and the same thing The chapters preceding thts one have intro¬ 
duced you to many of the issues and much of the analysis concerned with 
the tmo problems that are emphasized above all others mhen macroeconomic 
policy is discussed maintenance of full employment and a stable pnee level. 

Further it might be said that the stabilization objective is the 
father of modem macroeconomics Mo<t macroeconomic thinking today 
is earned on in a framework of and employs her relationships ongmally 
developed or emphasized in Keynesian stabilization economics. 

But stabil zation economics is today only part of the whole held of 
macroeconomics which deals with levels attained by such aggregates as total 
employment and unemployment investment and savings, the price level and 
total income and product These aggregates are on the whole as important 
to the study of economic growth as they are to the analysis of instability In 
this chapter you will review some of the applications of macroeconomic 
thinking to the broad question of economic growth 

The Major Quest tons 

Before the demands for accelerated growth can be examined and 
before the growth process itself can be analyzed the need to define growth ’ 
poses a familiar question As far back as Chapter 2 you saw that m macro¬ 
economics the pnnapal members of the cast of characters are \v hat econo- 
S7i 
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mists cal! aggregates income employment saving capital labor and the 
like None of these is a homogeneous grouping and certain problems arise 
when you treat them—as you must—as homogeneous Such a problem arose 
in discussing the let el of economic activity there is no such thing as a 
change in the lev el of econom c actmty but only a joint change at about 
the same time of such quantities as the level of unemployment the size of 
GNP and the average number of hours worked weekly In analyzing the 
level of economic actmty this problem was not too senous But it became 
quite troublesome when the subject was the more abstract concept of the 
price level In measuring changes in the price level you are forced to attempt 
to measure the change in size of something that itself changes in form as it 
grows Precisely the same problem anses when attention turns to economic 
growth 

In exam mng the issue of the price level it was necessary to ask 
Why the concern* The same question is appropriate for growth There is 
strong clamoring in some quarters for government action to accelerate the 
rate of development of the American economr There are equally strong 
voices coming from other quarters that deny the need and/or desirability 
of such actions. 

Probably the most important question to ask is Hov. does an econ 
omy grow* Some consider this the most important question facing econo¬ 
mists today Despite majoT advances made in the past few years m the 
theory of economic growth this question is still in large part an unresolved 
one There are two main reasons economists have found it difficult to 
develop a general theory of economic growth 

In the first place growth uni ke recessions inflation and most other 
phenomena studied in economics must be analyzed as a long term phenome¬ 
non The very process of growth or even simply the passage of time is 
likely to alter the basic relationships upon which any economic theory must 
be based These relationships are much more likely to change over a twenty 
or thirty year growth period than during an eighteen month recession 

And in the second place much of the process of growth is non 
economic. Or putting it another way economic development is only part of 
a broader subject called social dev elopment. To predict growth it might be 
necessary to predict rates of urbanization and suburbanization changes in 
population growth rates willingness of people to accept new ways of doing 
things and ev en such things as the international political situation Growth 
takes place in the m dst of changing religious beliefs family systems and 
med cal progress. ^lany of the things that must be known to understand 
the process of economic growth he outside the realm of competence of 
economists some of the things that must be known are outside the realm 
of anyone s competence today 

So this chapter will not attempt to present an ambitious theory of 
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growth It will only point (in section III) to some of the things that must 
happen if growth is to take place, noting the problems these processes can 
create 

In Chapters 12 and 18, you saw that there were limits to the appli 
cabihty of macroeconomic reasoning to the problems of unemployment and 
inflation Not all problems of instability anse from over or undercreation 
of financial instruments relative to the people’s willingness to acquire them 
at full employment. Some stability problems are “structural ” In this 
chapter you will once again see thiit there are limits to the applicability of 
macroeconomic analysis This is not to say that there is one kind of growth 
associated with intersectoral financial relationships and another kind asso 
ciated with structural changes Aggregative relationships are always in¬ 
volved, and there are always structural changes, as an economy grows Thus 
this last chapter goes farther than any other in introducing structural anal¬ 
ysis alongside the macroeconomic reasoning that has been developed through¬ 
out the text To the student who will go on to study problems of structure 
and composition in an introductory course in microeconomic analysis, this 
chapter offers something of a prelude to things to come 

And while there is no such thing as growth in the aggregate sense 
without structural changes, it is possible to distinguish between aggregative 
and structural problems that may hinder or retard growth 

In the last section this chapter will deal with some of the major 
issues and policy questions that anse when people want to accelerate the 
Amencan growth rate As you will see, many of these issues involve the 
question of the compatibility of rapid growth and stability This is a con¬ 
troversial topic, not in the same sense that aid to education or loyalty oaths 
or farm pnee supports are controversial topics, but in the sense that there 
is no uniformity of belief among economists and policy practitioners on such 
issues as whether rapid growth helps maintain stability, or inevitably bnngs 
with it unemployment or inflation, or whether full employment or unem¬ 
ployment, deflation, inflation or stable prices, encourage growth The topic 
of stability and growth, it might also be noted, is one that many economists 
are finding the most exciting and challenging today, so considerable research 
and theoretical inquiry are under way 1 

The question of stability and growth is not the only major issue 

1 It also deserves note that in the area of the still open question of the 
relationship between stability and growth the lack of agreement among economists 
has attracted the usual number of jutebrorn. The student n advised to discount 
the admonitions of umons that low wages retard growth of manufacturers’ as¬ 
sociations that high wages retard growth, of tariff protected industries that foreign 
competition retards growth of the economic right wing that government spending 
retards growth etc., not because these views are necessarily false (there are so 
many of them that some of them roost be true, if the law of averager bolds), 
but because they reflect the biases of self interested or ideologically committed 
groups that often cannot believe that what might be good for them may not be 
good for the nation as a whole 



ECONOMIC GROWTH THE ACCRECATE VIEW 377 


arising out of the advocacy of accelerated growth As with price stability, 
you will find that while many people endorse the objective of more rapid 
growth in principle they may be unwilling to accept programs necessary for 
attaining the objective 

Much of what will be said in this chapter is equally applicable to 
advanced economies such as in the Ijnited States, Germany and Great 
Britain and to underdeveloped economies such as in Chile Haiti and 
India, but b> and large the discussion is framed specifically in terms of the 
advanced economv not the underdeveloped economy There are several 
special problems associated with economic development in the underdevel 
oped areas and these cannot be treated at this time 


I IF HAT IS ECONOMIC GROWTH? 

Economic growth seems to be a simple enough concept total product 
increases But it is not really simple to define or to measure in a completely 
satisfactory way It presents some of the same problems in concept and 
measurement that were presented in an earlier chapter by inflation Inflation, 
you will recall, is defined as an increase in the tntrage price level The 
prices of some products rise, others fall others remain the same but the 
increases in price of some products are so great that they are not fully offset 
by the price reductions for others Substitute the world ’quantity" for 
“price" in the preceding sentence and you will have a fairly accurate 
description of growth, which is in a sense also an “average” kind of process 
It is not necessary for the quantities of all products to increase in order to 
have growth, it is only necessary that the decline in quantity of some 
products be more than offset by increases in quantity of others 

The problem of defining inflation and of measuring it is greatly 
complicated by changes in the composition of total product, and especially 
by the introduction of new products The same is true of the problems of 
defining and measuring economic growth Imagine a small economy that in 
1900 had fifty horses, and now has no horses but has eight tractors, one 
automobile, and one truck. Has the capital of this economy grown * And, if 
so, at what rate 9 

If your immediate reaction is to ask the prices of these products, so 
you can determine whether total capital in dollar terms went up or down, 
and by how much, you should think again Economic growth is independent 
of prices and of price levels Even if the fifty horses had precisely the same 
total dollar value as the modem mechanical equipment, you could not say 
whether growth had taken place, unless you were willing to venture your 
opinion on whether the buyers were getting more for their money today, or 
less Your opinion in that case would amount to the same as a guess as to 
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whether growth had taken place 8 Without changes in the composition of 
total product, price changes would be much easier to measure Without 
changes in price levels and m the structure of prices, changes m total product 
would be much easier to measure But these changes occur simultaneously; 
and in fact changes in price structure and composition of total product are 
the very essense of economic growth 

In the recent political debates about the American growth rate, 
growth was measured simply in terms of percentage increase in GNP Some 
times growth in GNP was measured in “real ’ terms (that is, adjusted for 
price level changes), sometimes price level increases were left in, to pad 
the growth rate* When growth is measured in unadjusted terms (“current 
dollars"), the measure is a false one, when GNP growth is measured in 
real terms (‘ constant dollars"), the measure of growth is only crude Despite 
the fact that percentage gain in GNP in constant dollars is the most widely 
used in international comparisons, it has several drawbacks For one thing, 
most countries find some fraction of their growth in total product used to pro 
vide for population increase There are even some countries whose rate of 
growth in GNP is slightly Jess than their rate of population expansion Econ 
umists have found it useful, then, to adjust GNP figures not only for price 
changes but for population changes The most common measure is per capita 
income in constant dollars, or the total product or income divided by the popu 
lation Over the decade 1950-1959, the gross national product of the United 
States (in constant dollars) increased at an average annual rate of 3 3 per 
cent Per capital income, however, increased at the same time by an average 
annual rate of only 1 6 percent 

Even adjusting for price level and population changes, some prob 
lems of definition remain As will be recalled from Chapter 6, some kinds 
of activity are excluded from measurement in GNP, including all nonfarm 
“do it yourself" work Should these activities properly be included or ex- 

2 Here is in even trickier example Suppose that in 1900 there were fifty 
horses selling at $200 each tor a total value of $10 000 Today say that there 
are eight tractors at $2000 each, for $16,000, one automobile at $2600, one truck 
at $3000, and one horse at $+00 The whole package today is worth $22 000 With 
out knowing what guesses have been made on price level changes you might 
reason that in today i dollars, a horse ts worth $+00, so that the whole $22 000 
package is equivalent to fifty four horses You would conclude that growth bad 
taken place, equivalent to four horses or * percent You would be wrong A horse 
has quite different economic meanings and quite different values in an economy 
in which there are cars trucks and tractors and in one in which there are none 
Not only do products change, and new products appear, but because the uses of 
cmwutg- piWousv cihrogv; fw cuauw «nr uwuimr ahnr r dorse ur rVW is rtie 
same as a horse in 1965 

* One prominent politician even went so far as lo brag about thr growth 
rate for one year' Clearly growth must be measured over longer periods of time 
to be meaningful to avoid measuring the business cycle instead of the long term 
rate of expansion of the economy This politician chose for hi» initial year a year 
of recession and for his terminal year a year of recovery Neediest to tay, the 
resulting growth rale was phenomenal 
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eluded in measuring growth* There are other exclusions that raise questions 
No one measures leisure time as a product yet increased leisure time is one 
of the benefits of improved technology and greater output capacity An 
economy may ha>e the option of more consumer product or more leisure 
time the former is counted in measuring economic growth the latter not. 

Others would like to exclude from growth measures some product that 
is included in GNP A measure of g ro w th often referred to is nonmilitary 
per capita income The idea behind this measure is that military expenditure 
is not “really” part of total product in that it does not satisfy consumer de¬ 
sires nor does it increase output capacrn It is onls a burden on the 
economy This concept mixes ethical judgments with technical ones Growth 
of the economy in terms of output income and emplos ment is one matter, 
how this capacity is employed is another 

Some push this faulty concept to the absurdity of insisting that the 
entire public sector be excluded in measuring gross th One organization 
regards the pnsate sector as the only income creator in the economy the 
public sector, they argue, does not create income but exists only by taxing 
the pnsate sector Hence only the pnsate sector, they assert, should be 
included when growth is measured 

The conclusion, of course, is that the appropnate measure of eco¬ 
nomic growth will sary, depending on why a measure is wanted For some 
purposes, the rate of increase of real GNP will suffice For other purposes, 
real per capita income growth is the reles ant statistic. This data is as ailable 
for many countnes, as is data on rate of growth of the stock of capital 
goods, rate of growth of per capita disposable income, and several other 
measures, some of which are particularly appropriate to welfare com pan 
sons, such as literacy rate, per capita consumption, population density per 
square mile, and the like 


II WHY THE CONCERN ABOUT GROWTH? 

In recent years economic growth has become a leading issue in the 
United States Reports from respected groups, such as the Rockefeller 
Brothers Foundation and the President's Commission on National Goals, 
has e expressed dissatisfaction with the American economy’s current rate of 
expansion The rate of growth has become important politically 

Tbtf, -writ txmtxns "ft tutist 'lAeVy a consequence ok two situations 
confronting the United States The first is that the United States has in the 
last few years been experiencing a growth rate somewhat smaller than has 
been customary m this century The second is that other countnes, some of 
them political allies and others political mals, hase increased their rate of 
growth recently until they far exceed that of the United States If present 
growth rates continue, the GNP of the United States will double esery 
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twenty years (or a little bit longer), while that of the Soviet Union will 
double every decade, according to statistics most economists believe to be 
reliable Not on!) are some Communist countries growing at more rapid 
rates than the United States, Germany and Japan, whose economies are 
based on private ownership, have been growing in the last decade at a rate 
that exceeds eien that of the USSR The only mayor developed country 
growing more slowly than the United States is Great Britain 

Those who emphasize the problem of growth argue that our economy 
must continue to grow at a rapid rate in order to pay for the rising costs 
of armaments and other kinds of Cold War weapons, including foreign 
aid and the exploration of outer space, without undue sacrifice in our level 
of living They also note that a more rapid rate of growth in the USSR 
might influence presently uncommitted nations anxious for development to 
copy the Soviet system and to ally themselves with the USSR politically 
Others, of course, want economic growth accelerated for reasons 
having nothing to do with the Cold War They want the benefits that come 
with development better housing, more and better education, medical prog* 
ress, more leisure time, the eradication of poverty. 

But economic growth is not costless A more rapid rate of growth 
may mean serious hardship for some people As a matter of fact, a greater 
total product might be achieved almost overnight simply by increasing the 
regular work week to fifty hours, but the people show little disposition to 
buy growth at this price Rapid economic growth may also be at the expense 
of economic stability 

There are two main arguments offered against an accelerated rate of 
growth, by two quite different groups of people 

1 One group regards as “natural” whatever rate of growth results 
from the voluntary employment, spending, saving, and investing decisions 
of the people, without government “tampering " They do not approve of 
any kind of program to accelerate growth rates, believing the maintenance 
of a laissez fame economic system to be a more desirable goal than more 
rapid economic expansion They regard the voluntary decisions of scattered 
consumers, workers, and businessmen to be an accurate reflection of the 
people’s views on how fast the economy should grow 

2. The other group believes that the United States has reached 
the status of an “affluent society," and that extra product would be of only 
marginal benefit to the people They identify increased output with the 
jWftV&ra*\jiT //Hate- ojiTsuwtwr pmJttce svraV xs irtrfunroJuV faiMns ana' 
electric swizzle sticks The major spokesman for this group is economist 
John Kenneth Galbraith, 4 who claims that there is no preexistent demand 

4 See his best seller, The Affluent Society (Cambridge Mass Houghton 
Mifflin Company, 1959). 



ECONOMIC GROWTH THE ACCRECATE VIEW 381 
for more consumer product and that demand must be created through 
marketing methods 

Galbraith regards other objectises as more important than growth 
Like many others, he regards the composition of total product as more 
important than its size, and would push for more collectively taken product 
such as schools, parks, and libraries A similar argument (but representing 
a viewpoint not shared by Galbraith) is that the size of the nation’s income 
is less important than its distribution and that a more equal income distnbu 
tion has a higher priority than more rapid growth 


III SOURCES OF GROWTH 

Despite the many ways in which growth can be measured for pur 
poses of discussing how it is that economic expansion takes place, only two 
concepts of growth will be used increase in total product in constant 
dollars and increase in product per capita in constant dollars These con 
cepts of growth maj not satisfy those is ho are more concerned with the 
growth in certain sectors (for example private sector, military, capital 
formation, and the like) than with growth in the aggregate, however, since 
we are concerned here with the aggregate view of economic growth, the 
analysis cannot apply to sectoral changes 

It is fairly simple to set forth the basic requirements for growth in 
total product There must be an increase m productive services contributed 
—that is, an increase in labor services and/or real capital goods,® and/or 
there must be increases in the productinty of labor and/or capital goods 
“Productivity" refers to the output per unit of service, not the total output 
One measure of productivity, for instance, is output per man hour Another 
is output per acre Another is output per machine hour 


Increases in the Quantity of Services 

Increases in the quantity of services, as noted, take place when the 
people contribute more labor services, and/or when the economy as a whole 
accumulates more real capital goods The accumulation of capital goods, 
referred to most often as “capital formation” or "capital accumulation,” is 

•Note that it does not say “an increase in labor services and/or ownership 
irrvsers “ Ownership services refer to the ownership of financial instruments, ic, 
to financial saving in the economy The idea of ownership services is a very useful 
one when analyzing relationships among the four sectors—the people, business gov¬ 
ernment, and the rest of the world These financial relationships are most significant 
for questions of stability Here the concern is with productive resources le, with 
real capital, real savings, real investments There is a difference between the two 
concepts. Government deficits for instance create financial capital without creating 
real capital Government construction of highways dams, etc., can create real capi 
tal without creating financial capital The difference between the ‘real' and 
“financial’ side of saving, investment, and capital is first brought up in Chapter S 
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regarded as a far more important source of growth than increases in the 
quantity of labor services To see why let us review each of these briefly 

labor ser\ ices Increases m population it might be thought would 
automatically lead to increases in labor sen ices rendered thus making 
population growth an important contributor to economic; development But 
you will note right away that such increases in total product would not 
result in increased per capita total product Moreover increases in popula 
tion may or may not actually result in increases in labor sen ices offered 

The total amount of labor services offered is oj course greatly in 
fluenced by the size of a nations population But other factors also have 
great influence on the amount of labor services offered 

1 The proportion of the population in the labor force Two so 
cietics both with populations of 100 million will differ economically quite 
markedly if one has 35 percent of its population in the labor force and 
another has 60 percent of its population in the labor force The proportion 
of the population in the labor force depends on several variables If there 
is an extremely long life span as in the United States the larger number 
of older retired persons will reduce the proportion, so Will an emphasis on 
longer jears of education In some underdeveloped Countries, in which 
average life expectancy is short (in south Asia quite generally less than forty 
years at birth) the fact that so many children die before they reach the 
ages of ten or twelve increases the proport on of children in the population 
and also reduces the proportion of the population in the labor force In the 
United States roughly 75 million are considered to be (n the labor force, 
in a population of over 190 million The proportion was considerably higher 
during World War II, when a larger percentage of won )en were employed 
and fewer young men were in school 

2 The average number of hours worked weekly Clearly the larger 
the average number of hours worked the more labor Services are offered 
by a given labor force One way of increasing total product and total 
product per capita would be to increase the average number of hours 
worked However historical evidence suggests that as economic and social 
development occurs m a society the average number of hours worked tends 
to decline® This may not be universally true however, m many under 
developed countries the best educated persons are oft en members of a 
leisure class which traditionally abhors work and even the very poor often 
wish to work only enough to satisfy subsistence needs Many students of 
economic development believe that the social changes accompanying eco¬ 
nomic development will reinforce motives to work so that in such societies 


8 A decline in the number of hour* worled tends to te Ja ]t in a decline in 
meaiured growth of real gross nat onal product However s ome might prefer to 
regard increased leisure as pin of econom c growth as one of ,he benefits obta.n 
able rrora an increased ability to produce measurable products 
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both the proportion of the population in the labor force and the average 
number of hours worked weekly may increase as income rises 

Putting the proportion of the population in the labor force together 
with the average number of hours worked weekly by those in the labor 
force, we have a ratio which might be called the per capita contribution of 
labor sen tees Growth in total product can take place, to summarize, if 
population and/or per capita contribution of labor services increases Since 
population growth cannot bring increases in per capita total product and 
since there is no clear evidence that per capita contribution of labor services 
tends to increase in a developing economy (although reductions are partly 
offset b) the increasing proportion of women in the labor force), we cannot 
expect increases m labor services to contribute much to economic growth 

CAPITAL ACCUMULATION Real investment, you will recall is the 
addition to the economy’s stock of productive facilities and inventories 
owned individually or collectively, and is equal to the sum of all past real 
(net) investment 

The expansion of inventories may have some importance for eco- 
nomic growth Certainly there must be some increase in inventories as the 
quantity of product created and sold increases But productive facilities, not 
inventories, are of greatest importance in the process of capital accumula 
tion for economic growth 

"Productive facilities” refers to factories, office buildings residences, 
courthouses, and other buildings, to machines, furniture, fixtures, and other 
equipment, and to social overhead capital This last category consists of 
facilities whose operation may or may not bring direct revenue sufficient to 
pay for the facilities but which themselves provide the economic and social 
foundation for economically profitable investment Examples of social over 
head capital are highways and other transportation facilities, libraries, 
schools, and other facilities for education and training, police and fire pro¬ 
tection facilities and equipment, dams for flood control 

All types of capital mentioned above are included whenever statis 
ticians estimate the size (or change m size) of a nation’s stock of capital 
goods But there is a growing belief that counting only such tangible capital 
goods may result in ignoring one of a nation’s most important assets 
“human capital ’’ Theodore Schultz and the other economists who advance 
the concept of human capita] 1 have in mind the use of resources to improve 
the productive capacity of persons, whether through education or otherwise 
While school construction is now treated as investment, education is re 
garded as a consumption good Ignoring the investment aspect of education 
and training, Schultz holds, can result in an understatement of the econ 

T Set Schultz* ipeech a* ret nine prendent of the American Economic A**o 
cianon ‘ Investment in Human Capital, m American Economic Review, (March 
19«1), pp 1-17, and hi* 'Human Capital A Growing Aiset.” Saturday Review 
(January 21, 1961) pp 37-39 
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omy’s productive assets, an overstatement of its consumption, and perhaps 
in bad planning 

In practice it is difficult, perhaps impossible, to separate the consumer 
product in education from the investment product Much that is learned in 
school—including the “three R’s"—is essential to both enjojment of life 
and to individual productivity None of the data available on the capital of 
economies include estimates of human capital. 

The accumulation of real capital requires real saving by the economy 
as a whole—that is, use of currently created product for purposes other than 
consumption This is true of all kinds of real capita) —inventories, produc¬ 
tive facilities social overhead capital, and even human capital Capital 
accumulation is very significant in economic growth Studies indicate that 
about half of the per capita economic growth in the United States since the 
turn of the century is due to increases in capital (not counting human capi 
tal, which is responsible for a good share of the other half) 

Economists have found it useful to refer to a nation’s capital output 
ratio, which is the ratio of an economy’s stock of real capital goods to its 
current level of output of product, and is hence a measure of the average 
productivity of capital If a nation had a real capital stock valued at $450 
billion, and if its total product (net national product) were $100 billion, 
the capital output ratio would have a value of 4)4 1 

Capital output ratios will vary from country to country, within a 
range of 3 1 for an extremely efficient economy to 5 1 for an extremely 
inefficient one Because capital-output ratios seem to be fairly stable over 
long periods of time they are useful in making predictions regarding the 
level of economic growth 

For instance, suppose a country invests 10 percent of its total prod 
uct each year in real capital, holding consumption (including military and 
other government consumption expenditures) to 90 percent Suppose that 
this nation has a 4 1 capital output ratio Each year the total capital of this 
nation will increase by an amount equal to 10 percent of total product, 
since on the average $1 of output requires $4 of capital, the new capital will 
result in an increase in total output of one fourth of 10 percent of total 
product, or 2)4 percent This is an average figure, of course, since not all 
capital goods are the same with respect to productivity But such a nation 
can expect its grow th in total product to hover around the 2)4 percent per 
year mark, other things being equal Assuming that other things do remain 
equal, an economy’s average growth rate should be roughly equal to the 
capital output ratio divided into tfie percentage ot' totaf product devoted to 
capital formation This reasoning will suggest that a country that wants to 
increase income by 4 percent per year and has a capital output ratio of 
4)4 1, will have to invest 18 percent of its total product in capital forma- 
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These figures should indicate how hard it would be for an economy 
to increase its growth rate by 1 percent With a 4 1 capital output ratio, an 
increase in the growth rate of 1 percent requires an increase of 4 percent 
in the part of total product devoted to investment—quite an increase for 
any economy 

Calculations such as these also help account for some of the pessimism 
regarding the development potential of many underdeveloped countries 
These countries frequently have capital output ratios higher than those of 
advanced countries often over 4 1 and save and invest (in real terms) 
much less than advanced countries frequently less than 10 percent of total 
product Yet many of these countries prepare development plans calling for 
4 percent or 5 percent rates of annual growth A nation \v ith a high capital 
output ratio a low investment ratio and a rate of population growth of 
2yi percent to 3 percent per jear is likely to stand still or even retrogress 
in terms of per capita income 

In these underdeveloped countries attention has focused on raising 
the percentage of income saved and invested (which is difficult to do because 
of the low levels of income in these countries) or importing capital through 
foreign investment and aid programs * 

The only other alternative for such underdeveloped countries is to 
lower the capital output ratio, which brings us to the next topic 

Increases in the Productivity of Services 

Technological change is almost certainly one of the most important 
phenomena in all of economics, having much to do with the growth in total 
product with changes in the composition of total product, and with major 
economic adjustment problems Yet it remains one of the least understood, 
hard to get hold of topics studied by economists Technological change re 
suiting in increases in the productivity of services, stands together with 
capital accumulation to constitute the two main sources of economic growth 
These increases in productivity come about in many ways 

Often Capital formation itself means an increase in productivity 
This is especially true ashen ‘ new ways of doing things” involve increased 
efficiency through use of machinery and other capital goods in place of other 
resources The industrial revolution is a case of greatly increased produc¬ 
tivity resulting from mechanization of manufacture Today major gains 

8 It should be noted that all the above calculations employing capital output 
ratios and investment ratios are based on the assumptions that the capital output 
ratio does not change that the capital output ratio for nnu capital goods is the 
same as for the existing capital stock and that other important changes in the 
economy do not take placr Since these are not always very realistic assumptions, 
calculations such as these have a wide margin of error They are, nevertheless, a 
useful tool of analysis especially for long term problems 
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are made in efficiency through use of more capital in agriculture in com 
merce and finance and many other fields than manufacturing 

When new machines replace old through the process of depreciation 
and the new are more efficient there is an increase in productivity without 
new capital formation To be more efficient a machine or other capital 
good may produce more units per hour require less labor for supervis on 
and operation or less electricity or fuel Or it simply may be more durable 

There are sources of technological improv ement hav ing nothing to do 
with machines or other capital Reorganization of a product on group or a 
production process may greatly increase efficiency The discovery or invcn 
tion of new ingredients such as synthetic fibers can reduce the costs of 
doing the same things 

Obviously improvements in productivity contribute to economic 
grow th In the terms used earl er in this chapter they tend to low er the 
capital-output ratio (and the labor output rato as well) But they make 
their contribution to economic grow th in a highly complex w ay and unless 
due care is taken can create senous problems of adjustment \\ e will have 
to leave to an introductory course in microeconomics the task of analyzing 
the nature of the complexities Here it is only possible to suggest their 
nature 

One important fact is that an improvement in one industry may lead 
to increases in output in that industry—or in one or more other industries 
One major question in m croeconom cs is how an economy decides to take 
the benefits of its improvements in technology Historically the best ex 
ample is agriculture Through the centuries major implements have been 
made m methods of ra s ng animals and food and fiber crops At one time 
virtually everyone had to be a farmer in order to survive today one Amen 
can farmer can feed more than twenty other persons allowing the rest of the 
labor force to produce other products Increases in productivity in agncul 
ture typically do not lead to very s gmficant increases in the amount of food 
people eat and the amount of clothes they wear they lead instead to greater 
output in industries with little or no technolog cal improvement 

The same can happen of course when there are improved methods 
of production in any industry agricultural or otherwise Thus the proceeds 
of economic growth through technological change requires the continuous 
movement of resources out of some industries into others How this move¬ 
ment takes place cannot be d scussed here It must be noted however that 
this movement of resources even though it accompanies economic growth 
that is thought to 6e rfesira6/e is accompan erf by other phenomena of 
shorter run significance that are thought to be undes rable high rates of 
bus ness failure high rates of technological unemploy ment and the exist 
ence of such special problems as the farm problem depressed areas and 
high welfare costs in such cities as New York Chicago and Los Angeles 
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Faster rates of technological change while resulting m more rapid 
rates of growth will tend to aggrav ate such problems increasing the rates 
of bustne«s failure creating more technological unemployment and more 
distressed areas 

So rapid economic growth is not costless 'l ou hav e seen that it may 
require the lower levels ot current consumption that will allow more rapid 
capital formation and that it is quite likely to bring the difficult hardships 
attendant upon rapid technological change And there are conceiv ablv other 
costs so that a number of issues and problems surround the question of 
growth policy 


IF GROWTH POLICY SOME M 1JOR ISSUES 

Growth policy is not a closed issue even for those who arguing from 
the laissez faire point of view oppose any government intervention to 
accelerate the American grow th rate for ev en these people can and do argue 
that the nation s expansion can be unnaturally low because of unneces 
sary obstacles to growth Both they and at the other extreme those who 
advocate active government programs to raise American growth rates to 
levels approaching those achieved bv Germany and the USSR must face 
serious and potentially divisive policy issues 

Because the growth process is imperfectly understood most atten 
tion must be given to two tvpes of policies those intended to remove ap 
parent abttacles to more rapid growth and those intended to deal with 
some of the more burdensome bj products of faster growth Four major 
issues will be examined the aggregate explanation for chronic “slack in 
an economy with the policies implied the issues and policies raised bv the 
possibility that lagging growth rates are the result of inadequate investment 
by business „ the question of the relative size of the public and pnv ate sectors 
of the economy and the opportunities created and problems posed by tech 
nological change 


Chronic “ Slack"—the Aggregate Explanation 

One possible explanation for a lagging growth rate docs not distm 
guish between inadequate growth and recession renditions The amount of 
product taken and the amount of product created increase even year but 
not bp moujb to match mrjrasrs an prsvliACift.'Jj- amf .w iVe- the Ja-Jw,- 

force There is not only inadequate growth, there is inadequate employ 
ment although unemployment may not rise to recession ’ levels 

"Why should there be such chronic slack’ in an economy’ One 
possible answer is suggested by the growth and instability theories of Sir 
Roy Harrod and Professor Evsey Domar 



ECONOMIC GROWTH. THE ACGRECATE VIEW 389 

concentrate on one job creating the required amount of new productive 
facilities Whenever creation of the needed new capital docs not satisfy the 
propensity to save, the government makes up the difference by having a 
deficit If capital requirements should imply a rate of investment that 
exceeds the amount the people want to save at full employment, the appro¬ 
priate government policy is a surplus 

If there is chronic ‘slack, ’ it may be necessary for the government 
to run budget deficits year after year and for the public debt to increase 
indefinitely 

In summary then lagging growth resulting from the chronic failure 
of investment to satisfy the propensity to save may require chronic deficits 
in the federal budget An expansions! financial policy , involving low interest 
rates may help But it has been found that exclusive reliance cannot be 
placed on financial policy for expansional purposes A major problem arises 
because many people who want a more rapid rate of growth to be achieved 
and maintained arc unwilling for reasons discussed in Chapter 16 to ac¬ 
cept a more rapid rate of increase in the public debt 

Inadequate Investment 

In an economy not judged to be plagued by chronic “slack” there 
may still be a problem of inadequate investment The larger the share of 
each year’s output devoted to consumption goods both individual and col¬ 
lective, and the smaller the share devoted to increasing the real capital of 
the economy, the lower will be the long term rate of grow th of the economy 
The policy problem posed by "inadequate" investment is not simply how to 
increase the annual rate of real capital formation, it is to increase the rate 
or capital formation and reduce consumption correspondingly. 

If a lagging growth rate is thought to be a consequence of inade¬ 
quate investment it is often proposed that a high rate of investment be en¬ 
couraged through “easy money,” that is, through interest rates held at low 
levels through monetary policy If such a policy tended to be inflationary 
because it induced an overcreation of financial instruments relative to the 
full employment propensity to save, it would be combined with budget sur¬ 
pluses The combined effect of low interest rates and surplus budgets, goes 
the argument, would be to increase the percentage of total product going 
to investment, and decrease that going to consumption 

Monetary policy, m short, would not be used at all for stabilization 
purposes Its sole objective would be to encourage the maintenance of a 
high growth rate through high levels of capital formation The job of main¬ 
taining stability would be left to fiscal policy. 

Beside the obvious political difficulties involved in raising taxes to 
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used to pay current expenses, is not taxable) is overestimated, profits (which 
are taxable) will be underestimated, and too little tax will be paid 

But if the tax laws require firms to underestimate depreciation, the 
firms’ reported profits will be greater, and their taxes will also be greater, 
thus reducing their motives to invest In effect, the firms would be being 
taxed on part of their depreciation as well as on their profits Hence it 
may be necessary, in order to encourage a more rapid rate of growth, to 
change the tax regulations governing depreciation And other changes in 
the tax structure —as distinguished from the level of taxes—may be required 
wherever it is found that tax laws needlessly hinder sound investment 

Removing restraints on investment is not the same as trying to spur 
investment through low interest rate policies or similar programs Policies 
that aim at encouraging investment must concomitantly contain methods to 
Cut dow n on the amount of product taken by the people But if the people 
take less product businesses may actually not undertake more investment 
because the market for final product may be diminished If some invest 
ment that would hate been undertaken to exploit already existing markets 
for final product is discouraged by tax laws or other legal restrictions, re¬ 
moval of such barriers does not involve the same dilemma 

Public Sector versus Private Sector 

There may be growth retarding problems relating, as noted, to the 
division of total product between investment and noninvestment products, 
that is, to the rate of capital formation Another composition problem relates 
to the division of total product between product taken collectively (that is, 
through government—the “public sector”) and product taken individually 
and by business (the “private sector”) Specifically, the division of total 
product between private and public sectors that may be required for ac 
celerated economic growth may not be the division generally acceptable to 
the public 

This difficulty can work in two directions 

First, it is possible that the public might want too much collectively 
taken product It is possible that public demands for government expendi 
hires for security, recreation, and other welfare objectives may be at the 
expense of capital formation, cutting down on the rate of growth of the 
private sector and of the economy in the aggregate Except m thoroughly 
Socialist states, major reliance for capital formation must be placed on 
spontaneous and unplanned decisions made by widely dispersed administra 
tors of individual businesses 

The type of economy in which the public is likely to demand too 
much collectively taken product, and a public sector that, is uneconomical^ 
large, is one in which there is something of an ideological preference for the 
public as opposed to the private sector. This type of preference has often 
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been observed in many of the underdeveloped nations of Asia and Africa 
In these poor countries the relative size of the public sector may be smaller 
than in the United States, but expansion of the public sector is given the 
benefit of the doubt, while expansion of the private sector is often viewed 
with suspicion Moreover, there is a good deal of political pressure in many 
such nations for welfare programs comparable to those found in advanced 
Western economics, despite the fact that at similar stages of development 
the Western nations had no such programs 

In the United States, where there is strong resistance to a major 
role for government in the economy and where it is the expansion of the 
private sector that has the benefit of the doubt, it is more likely that the 
public will be unwilling to accept through political decision making processes 
the high levels of collective product taking that may be necessary for ac¬ 
celerating economic growth 

Specifically, the types of products required to increase economic 
growth maj not be the types that can be purchased individual^ They may 
take the form of tonal overhead capital (see the discussion of capital, 
above), consisting of types of investment that do not bang money profits 
(and hence are not undertaken privately) but that lay the groundwork for 
profitable investment Common examples are transportation and communica¬ 
tions systems new power sources such as atomic energy, and the one most 
frequently mentioned today, education 

In the United States the problem of gaming public acceptance for 
expansion of social overhead capital has often been approached in ways that 
conceal or disguise the nature of the expansion Sometimes the projects are 
undertaken in the name of national security Federal programs for expan¬ 
sion of higher education facilities, for instance, are provided for by the 
‘ National Defense Education Act,” and a major highway construction 
program will create the “Interstate and Defense Highway System” The 
expansion of the public sector reflected in the highway program is further 
concealed by the way it is financed by a trust fund arrangement that keeps 
tax receipts and expenditures out of the federal administrative budget. 
Students of American history know that there is nothing new about federal 
encouragement of expansion of social overhead capital in ways not reflected 
in the budget The building of roads, canals, railroads, and state universities 
were all encouraged by federal subsidies taking the form of grants of public 
lands to private interests and to the states 

Technological Change 

A major source of growth is technological change which increases 
the output of any given amount of services Government policy may become 
involved in a number of ways in attempts to promote technological change 
First, the government may conduct or sponsor research, as it does to a 



ECONOMIC GROWTH THE AGGREGATE MEW 393 


great extent in defense related electronics fields today Even if the research 
so sponsored is directed toward militirj security goals there is t good deal 
of benefit m nonmilitary industry (jet airplanes atomic powered generators 
transistors and laser rajs provide dramatic illustrations) Much nondc 
fense research and experimentation accounting for the major strides in 
American agricultural technolog) were conducted directly by or under 
the egis of the U S Department of Agriculture Second government may 
act to break down institutional barriers to the application of new technology 
in industr) barriers often sjmbolized by the term featherbeddtng Third 
government control and regulation of industrv can be utilized in such a way 
as to rationalize and make more efficient the organization of existing in 
dustries in the early 1960s for instance the Comptroller of the Currency 
who supervises federally chartered commercial banks began a vigorous re¬ 
view of banking regulations to determine how the banking system might be 
streamlined 

Despite the many ways in which government can conceivably en 
courage or at least avoid discouraging technological change the chief con 
ccrn of government lies with the relationship between technolog) and sta 
bility As a practical matter the influence that government can have on 
invention experimentation and innovation is limited and is recognized as 
such But government must be concerned nonetheless for in the absence 
of contrar) policies extremel) rapid rates of technological change can create 
problems of unemployment and dislocation but have little impact on realized 
growth rates while fairly slow rates of technological change can create 
problems of rising price levels To understand how different rates of techno¬ 
logical change can lead to different stability problems first examine an exag 
gerated example 

Suppose there is an economy m which a third of the people are 
farmers and farm workers a third work m manufacturing (including 
processing) activities and a third are m education medicine and other 
service industry pursuits Then suppose that through a swift senes of in 
ventions and discoveries the number of people needed to produce existing 
quant ties of agncultural and manufactured product is cut in half The 
economj has a choice It can hav c twice as much food and other agricultural 
product and twice as much manufactured product with no change in the 
vva) people are emplojed Or it can have more service industry products 
requinng people to be moved from one type of employment to another 

Regardless of which alternative is taken (and it should be obvious 
that there is a large range of choices between the two extremes) the econ 
omj has a golden opportunity for growth If people want more food and 
manufacturing product this growth can come with little difficulty But if 
instead the) want more education more bonking services more symphony 
concerts more medical care and more of other services ’ there will be 
problems Those employed in agriculture and manufacturing do not become 



394 ECONOMIC PROCESSES-THE LEVEL OP ECONOMIC ACTIVITY 

college presidents or English teachers or second violinists or credit examiners 
or surgeons or medical technicians overnight. 

Unfortunately, in actual cases of technological change, the public 
seems more frequently to want new and changed products rather than more 
of the same thing so that it is often true that the way services are cur 
rentlv emplored will not be appropriate to the production of the things 
people want to buy Not only is growth retarded, but hardships result in 
the form of declining incomes technological unemplopnent business fail 
ures and the like And the more rapid the rate of technological progress, the 
more people are affected by such hardships One only has to point to the 
rapid technological change on the farms and the fan,, problem, or the 
changes in fuel uses and in coal mining technology, and the depressed coal 
mining industry or the growing popularity of synthetic fibers, and the de 
pressed cotton textile industry to see some of the costs of rapid economic 
change Today the prospect of automation" threatens t 0 extend problems 
not cnli to production workers but to the once relatively secure unskilled 
and AmusVjJJnd rlmcai »Atl <tjs 

From the example it should be clear that the economy does not get 
ns benefits from technological change in the form of income growth until 
those made unemployed by such change find new jobs If the people m the 
hypothetical economy do not want more food or manufactured product, 
the> ml) get no more of anything until people leave the agriculture and 
manufacturing industries and find productive employment in the services 
industry So policies to do away with such technological unemployment are 
also policies to expand the rate of growth Two types of policies have been 
proposed 

One is that defiat budgets by the federal government perhaps to¬ 
gether with expansionary finanaat policies by the Federal Reserve, be used 
to increase the amount of product buyers try to buy, to speed the reabsorp- 
tion of the resources made redundant by technological change Certainly 
chronic slack” in the economy would make it all the more difficult for 
those who are technologically unemployed to find new jobs, so a policy 
directed at maintaining full employment is important m speeding the re 
adjustment process But some critics argue that to go beyond ordinary 
antirecession policy may be futile, saying that because of the limited skills 
of the technologically unemployed, and because of other bottlenecks their 
reemployment would come at a slow pace even with buyers very actively 
trying to buv more product, and that such expansionary policies could even 
result in inflation similar to the sectoral inflation described i n Chapters 18 
and 19 

The second tvpe of policy proposed is of government programs to 
retrain and relocate the unemployed It is difficult to evaluate such pro¬ 
grams, since the United States has so little experience w It h them, although 
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ambitious programs in the European Common Market seem quite successful 
They are opposed by some for ideological reasons because of the degree of 
government intervention in the economy they involve 

A third type of policy would deal with technological unemployment 
but not in ways calculated to accelerate growth by making the need to 
find new jobs less urgent An example is American farm policy which by 
maintaining farm incomes at levels higher than the free market would set 
them make it less necessary for those employed in agriculture to seek other 
jobs as rapidly as they might otherwise 10 Protective tariffs and other de 
vices to insulate firms and employees from the forces of economic change 
also fall into this category 

Alternatively if the rate of technological change is fairly slow price 
level rather than employment difficulties may ensue This poss bility exists 
because of the relationship of prices rates of pay and productivity If rates 
of pay increase annually at the same pace as productivity increases in the 
economy as a whole the price level need not change The same quantity of 
services accounts for more production providers of these services can be 
paid correspondingly more without the necessity of raisng prices on the 
average But if providers of services become accustomed (as it seems they 
have in the contemporary United States of America) to regular increases 
in rates of pay an absence of the required increase in productivity would 
imply price level increases Thus in the absence of contrary government 
policy a too slow rate of technological progress may mean cost inflation 

It is hard to specify what contrary government policy might be 
If it is difficult to achieve consensus on appropriate policy to avoid inflation 
of the demand type it is even more difficult to gain general acceptance of 
means of controlling cost inflation since the former requires broad general 
restraints such as surplus budget fiscal policies and tight monetary policies 
while the latter may require direct government intervention in the pricing 
of products or the determination of rates of pay It is a matter of individual 
values whether such intervention or the inflation it is intended to prevent 
is the greater evil 


Counting the Costs 

For those who view them as such the possible costs involved in ac 
celerating economic growth include chronic budget deficits tax structure 
revisions to favor business, government involvement in the retraining and 
relocation of workers, a larger (or in some cases smaller) share of total 

,0 Thu is not necessarily a cm cism of American farm policy As a matter of 
fact resources continue to leave agricu ture at a very rapid rate and it is an 
open question whether nonagricultural industry and urban society could absorb 
rural populations at a rate faster than the present one Chron c slack in em 
ployment opportun t e» in urban areas would make this rural to urban movement 
much more difficult 
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product taken collective!} in the form of social overhead capital, and 
perhaps price level increases and technological unemployment 

These are all possible costs There is no reason why all of them 
should accompany rapid cconom c grow th although it seems almost certain 
that some of them will Moreover not everyone would consider each of 
them a cost Economists for instance do not view budget defiats with 
alarm 

It is an tmposng list nonetheless When all the possible costs are 
counted which do we choose rapid growth with its attendant problems or 
moderate grow th without them f 

You would be making a mistake if you believed that all problems 
could be avoided by accept ng a moderate growth rate and abjuring the 
course of accelerated growth While rapid economic growth is not costless 
neither is a slow rate of growth Instability for instance can certainly re 
suit from a rate of growth that is too slow to absorb labor force increases 
and workers d splaced by technology Tie hardships involved in making 
necessary adjustments attendant upon economic change must be compared 
with the hardships—many of them in the future rather than the present— 
that would result from a smaller total product 

These future costs can include the persistence of poverty in our * af 
fluent society the failure to conquer cancer and other presently incurable 
diseases and even the loss of world leadership And they would include 
smaller total product for our grandchildren just as our total product today 
would be less had our grandparents avoided the sacrifices entailed in eco¬ 
nomic growth 

This is not to suggest that in all cases the deasion will be made in 
favor of more rapid growth The hardships may be real and immediate 
and the benefits d slant and tenuous It is only to argue that a full assessment 
of the issue requires that future as well as present costs and burdens be 
taken into account 
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